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OvVERvVIEW: UNISOURCE ENERGY CORPORATION

UniSource Energy’s common stock is traded on the New
York Stock Exchange under the ticker symbol UNS. The

corporation’s major subsidiaries and affiliates include:

Tucson ELecTric Power Company (TEF)

Founded in 1892, TEP is the principal subsidiary of
UniSource Energy. TEP is an electric utility with more
than 2,000 megawatts of generating capacity and 20,000-
plus miles of power lines to help serve customers in a
southern Arizona service territory spanning 1,155
square miles.

UNISOURCE ENERGY SERVICES (UES)

UES was established in 2003 to operate naturat gas
and electric systems acquired that year from Citizens
Communications Company. UES provides service in
northern and southern Arizona.

MiLLENNIUM ENERGY HOLDINGS (MILLENNIUM)
Millennium, established in 1996, is the parent company
of UniSource Energy’s unregulated energy businesses.




UNI1SOURCE ENERGY'S focus on producing reliable service
and value for customers and shareholders has generated
award-winning returns. In 2006, the Edison Electric Institute
presented UniSource Energy with its annual Index Award for
outstanding shareholder return over a five-year period. The

award (shown on the cover and throughout these pages) reflec

the fiscal strength and operational stability of the company’s

utility subsidiaries. Tucson Electric Power Company (TEP)

provides safe, reliable power to more than 390,000 customers
in southern Arizona. UniSource Energy also owns UniSource
Energy Services (UES), which provides natural gas and electri

service to nearly 240,000 customers across the state.




DEAR FELLOW SHAREHOLDER,

A growing company can easily lose sight of the goals and values that helped

create such success in the first place. As revenues rise, operations expand and

day-to-day responsibilities increase, employees may find their attention drawn
- to the company itself rather than the interests it was created to serve.

At UniSource Energy, our success depends on rriain_taining a proper focus
during what has become a period of unprecedented growth. Qur utility
customer base has expanded by nearly 77 percent over the past five years thanks
to healthy growth at Tucson Electric Power (TEP) and the acquisition of gas and
electric systems now operated by UniSource Energy Services (UES). We also
have overseen a significant expansion of our power production operations,
with two new generating units completed in 2006 and more on the horizon.

To meet the challenges posed by such dramatic growth, we've strengthened and
extended the distribution infrastructure at TEP as well as at UES’ two operating
subsidiaries, UNS Gas and UNS Electric. We're also streamlining our business
processes and breaking down the walls that might inhibit employees of our
utilities from working together as a single, integrated energy provider.

Through it all, we've remained focused on our ultimate mission: providing safe,
reliable service and value to our customers and, by extension, our shareholders.
Cur commitment to customers is confirmed each day by the confidence they
feel when they flip on a light switch or fire up a furnace on a cold winter night
without having to wonder if their utility company is doing its job.

In 2006, our shareholders were reminded why they can have similar confidence
in our efforts, The Edison Electric Institute (EEI) presented UniSource Energy
with its annual Index Award for outstanding shareholder return over a five-
year period. Qur company claimed the top spot in EEl's small-cap category by
providing a return of 172 percent from September 2001 through September

2006. It would seem the market has recognized the value of our efforts to
reduce debt, maintain financial discipline and solidify the financial health of
UniSource Energy and its subsidiaries. '

While we were recognized for generating healthy returns, the award itself — an
engraved glass arch that refines the light directed through it — represents our
ability to focus on the central goals of our business. So long as we concentrate
our efforts on our customers’ needs and our shareholders’ best interests,
UniSource Energy will remain true to the purpose behind its performance.

The company’s financial performance in 2006 exemplifies the benefits of our

focused approach. Qur year-end earnings of $67 million, or $1.91 per basic
share of common stock, met my original goal of $1.65 to $2.05 per share.
UniSource Energy also improved its financial stability in 2006 by increasing
equity at our utility subsidiaries and reducing the interest expense associated
with long-term debt. We took advantage of our improving fiscal profile to
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increase our lines of credit at reduced interest rates. TEP also purchased an
equity stake in its lease of Unit 1 at Springerville Generating Station (SGS),
reducing the future cost associated with purchasing that unit, TEP's senior
secured debt has now earned an investment-grade rating from all three major
rating agencies, improving our access to the capital we'll need to help serve our
customers’ growing energy needs.

Such achievements gave UniSource Energy’s Board of Directors the confidence
to once again reward shareholders with larger dividends. The Board voted
earlier this year to raise the quarterly payments to 22.5 cents per share, marking
the seventh successive annual increase since the dividend was reinstated in 2000
at 8 cents per share.

The strong performance last year can be credited in part to the steady
operations of our cost-effective generation assets. Our plant availability
improved over 2005, when a costly summer shutdown of SGS Unit 2 forced
TEP to buy energy in an inflated purchased power market in order to meet
customer demand. In 2006, our generating units were available for use more
than 90 percent of the year. Most importantly, plant availability exceeded 95
percent from June through September, when our customers' energy demands
reach their annual peak.

We also benefited from additions to TEP's generation portfolio, The gas-fired
Luna Energy Facility, which came online in April, expanded our wholesale sales
opportunities while giving us a clean, economical way to serve the growing
needs of our retail customers. TEP receives 190 megawatts (MW) from the new
570-MW plant, which is located about 180 miles east of Tucson near Deming,
New Mexico.

TEP shares ownership of the efficient, combined-cycle facility with Phelps
Dodge Energy Services and PNM, an Albuquerque-based utility. The three
organizations purchased the unfinished plant in November 2004 for $40 million
and spent about $100 million to complete construction and buy necessary
inventory items, completing the job under budget and ahead of schedule. TEP
met its $49 million share of those costs with internally generated cash, issuing
no new debt or equity for the project. The reliable unit has proven to be a sound
investment, helping TEP reduce its use of older, less-efficient gas turbines. -

TEP also began realizing benefits in 2006 from the completion of SGS Unit 3.
When the 400-MW coal-fired unit began commercial operation in July, TEP
gained access to 100 MW in base-load capacity from Tri-State Generation and
Transmission Association, a wholesale power cooperative that is leasing the unit
from a financial owner.

Tri-State also pays TEP to opérate the unit and subsidizes a share of the plant’s
commen facilities, lowering our costs for the two older 380-MW units on site.
TEP will enjoy similar benefits from the development of SGS Unit 4, which will
be owned by Phoenix-based Salt River Project (SRP). The construction process




-—-—-u-mw {background), a 400-MW unit that began commercial aperation in 2006,

A stake* marks the future i’ocazzon of the, turbme bmldmg for a fourth generatmg unit at TEPS
Springerville Generating Station (SGS). The 400-MW unit will be erected next to SGS LTt 37

began in late 2006, and the unit is currently scheduled to begin commercial
operation before the end of 2009.

In expanding SGS and developing Luna, we've taken great care to manage

the impact these critical new power sources will have on our environment. In
addition to equipping SGS Unit 3 with the best available control technologies,
the project paid for improvements to the environmental controls of Units 1 and
2. As a result, total regulated emissions from the completed plant — including
the planned fourth unit — will be significantly lower than previous emissions
from the original two units. Lona, meanwhile, was built with state-of-the-art
emission controls and relies on recycled wastewater to reduce its use of

fresh water.

UniSource- Energy is committed to carrying out the new Renewable Energy
“Standards approved last year by our state regulators, the Arizona Corporation N
Commission (ACC). The standards call for TER, UNS Electric and other
regulated electric utilities to produce an increasing percentage of their energy
from solar power, wind or other renewable resources. Our compliance plan will
( depend on the commission’s willingness to provide appropriate funding for its
ambitious goals. But TEP historically has produced a greater percent?age of its
power from renewable sources than any other utility in the state, and we expect .
that UniSource Energy will remain a leader in producing clean “green” power for’
our customers,

Having an adequate supply of power means little without a solid system for
delivering it to customers’ homes and businesses. The historic reliability of our
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electric distribution operations has made a good impression on our customers,
contributing to another strong showing in ].D. Power and Associates’ annual
Electric Utility Residential Customer Satisfaction Study. In 2006, the study
ranked TEP as the highest-rated investor-owned utility in the West. UNS Gas,
meanwhile, relied on an aggressive maintenance schedule to achieve its third
successive annual reduction in leaks per mile. Its mark of 0.021 leaks per mile
easily beats the industry average of 0.5.

Emplovees at both TEP and UES showed their dedication to customers in
their response to a pair of storm-related outages last summer. When a violent
microburst storm felled 23 utility potes in a Tucson industrial area on June 3,
the tireless efforts of more than 170 TEP employees transformed an outage
that might have lasted weeks into a job that was complete in just five days.
The following month, UNS Electric employees fanned out across a Mohave
County neighborhood to provide ice, water and shelter to residents who were
left to face triple-digit heat without air conditioning when a bolt of lightning
destroyed a critical high-veltage transformer in a remote substation.

Maintailning such focus on our customers’ needs will be critical to our success
as we continue to grow. TEP's customer base expanded by about 2 percent

in 2006 as the Tucson metropolitan area reached one million residents.
Meanwhile, both UNS Gas and UNS Electric saw their customer counts
increase nearly 5 percent. UNS Gas serves most of northern Arizona as well
as Santa Cruz County, which stands between Tucson and the U.5.— Mexico
border. UNS Electric serves both $Santa Cruz County and Mohave County in
the northwestern corner of the state.

This dramatic growth has created a need for additional revenue to fund the
improvements necessary to keep up with our customers’ energy demands.
Both UNS Electric and UNS Gas filed requests with the ACC last year for rate
increases that would take effect alter the freeze on their current base rates
expires in August 2007. TEP, meanwhile, has asked the ACC to clarify the
process that will be used to establish its rates when its current cap on rates
expires after 2008. Reaching a successful outcome to these three matters will
be a key focus of our efforts in 2007,

[t remains clear to me that the 1999 settlement agreement that established
TEP’s current rates served to deregulate our generation assets and authorized
the company to begin charging full market-based rates for generated power
after 2008. The ACC staff and others, though, contend that intervening events
have cast that conclusion into doubt. An administrative law judge (AL])

is conducting an inquiry into the matter, and she is expected to forward a
recommendation to the ACC later this year. ,
TEP has offered to phase in the projected 23-percent rate increase that would
result from the introduction of market-based rates in 2009. At the ALJ's
request, we also submitted a “cost-of-service” alternative that would increase
TEP customers’ bills by 26 percent in 2009. That proposal includes an $850




A UmSource Energy Services (UES ) linemair: perjbrms maintenance on a power linc serving one of
many wew résidential nerghlggrhoods in the companys fast-growing service territory. UES' customer
base for both gas and electric service grew by nearly 5 percent in 2006,
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million regulatory asset intended to restore TEP to the positibn, where it would
have been wnthout the settlement agreement. If the ACC plans to alter jts
binding agreement w1th TEP the. cc))mpany should be made whole.. :
.
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Our.requests for new UNS Gas and UNS Ele\ctrlc rates are designed to recover
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UNS \Gia\s has requested ratés thatwould increase its total afinual reventes by
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$9 6. rp\llhqg,\(‘)r appr0x1mate]y 7 percent, based\g\n a 2005 test year. The request
was filed in July-2006, If the ACC follows its typical 13 month calendar for such
ORI . .
matters, new rates cottld:take effect this fall.
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The proposed rates include a\ﬁigher Axed rﬁonihly fee that would more equitably
spread the costs of service among low-usage and high-usage customers. UNS
Gas also has proposed making small “decoupling” adjustments to customer bills
to reflect unexpected changes in system-wide gas usage.;[;?gether with the larger
fixed charge and proposed changes to gas cost recovery feé‘s:tl}gge adjustments
would provide UNS Gas with a more reliable revenue stream that brings usage-
based revenues closer to the levels anticipated by the company and regulators

when rates are set.

Our request for new UNS Electric rates, which we filed in December 2006, seeks
an annual revenue increase of $8.5 million, or 5.4 percent, based on a test year

H gl
* ending in June 2006. The new rates would eliminate an imbalanced rate structure




that currently requires some Santa Cruz County customers to pay higher rates
than their counterparts in Mohave County. The impact on customers would
vary as a result of this change, and some of our southern Arizona customers
would see a rate decrease.

Additionally, the proposal would accommodate our plans to develop new
generation resources for UNS Electric. In anticipation of the expiration

of the utility's current power supply contract in 2008, UniSource Energy
Development Company (UED) is planning to build a pair of 45-MW gas
turbine generators at the new Black Mountain Generating Station in Mohave
County. We've proposed to the ACC that UNS Electric purchase the completed
plant from UED and incorporate the facility in its rate base. We expect
regulators will resolve this question and other issues in time for new UNS
Electric rates to take effect in early 2008.

Each of cur pending rate proposals strikes a fair balance between the
company’s needs and our customers’ interests. We have no desire to play
games with our regulators. In my experience, asking for more than you deserve
is likely to leave you with less than you need. Instead, we've presented a fair,
honest accounting of our requirements in pursuit of resolutions that serve the
best interests of the company and our customers.

UniSource Energy’s strong history of corporate citizenship attests to our
focus on doing right by our communities. In 2006, our employees joined their
friends and family members in contributing more than 39,000 hours of their
own time to charitable activities. UniSource Energy supports their efforts
with a company-wide volunteer program that repeatedly has earned national
recognition.

In 2006, UniSource Energy was named National Corporate Advocate of the
Year by the Child Welfare League of America (CWLA) for its work on behalf
of Arizona's children and families. We also lent significant support to local
economic development in 2006, boosting the efforts of Tucson Regional
Economic Opportunities (TREO} and other regional groups to encourage
job growth and development in our service territories. QOur support for local
institutions and charities has left us heavily invested in the well-being of the

communities we serve, and I intend to see that investment grow and prosper.

The position of leadership UniSource Energy has achieved in the community
and in our industry would not be possible without strong leaders in our own
company. Our Board of Directors approved the appointment of four new
corporate officers late last year, restoring our management team to its historic
strength after several recent retirements. We also completed an internal
reorganization designed to reduce duplication of services and break down
any barriers that might hinder us from working together in service to our
shareholders and our customers.

These changes, made in December of 2006, capped off a successful year and
prepared us for the pursuit of my goals for 2007. Chief among them is the

.
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For the past 17 years, TEP emiployees have dc!wcred Christmas gifts and holiday meals to
economically dtsadvantagedfmm!xes who are caring for a dying relative at home The annual
effort, which is coordmated w:ch a local hospice, is armong hundreds of commumty service projects
carried out by TEPs award mnmg employee volunteer program. « iF
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successful resolutlon-of our request for clarity about TEP's future‘rates. We
also will seek the implementation of new rates for UNS Gas, the effective
prosecution of our UNS Electric rate case and a workable plan for complying
with the state S new renewable energy standards. Finally, ] expect to maintain ;
our emphasw&n operatlonal efficiency without sacrificing the high reliability
o

standarjis we've set for-our generating assets as well as our gas and electric |
distribution"systen}s.,Our pursuit of these objectives and the continuing
exparlggo_nrof'c{ur utility-business should allow UniSource Energy to produce
yea’r;enﬂd,_earnin s,0f $1.55 o $1.95 per share on a diluted basis in 2007. }
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1 would like'to"thank youand all shareholders for your support of UniSource
T,
Energy After moré than eight years as CEO of thlS company your company
/ T

-1 rema'&ﬂ-@nt on reward ng your conﬁdence with the fuil force of our labors.
Our employees share that commitment, and I'm grateful for their éfforts on
your: beha]f I'm.proiid of the returns our investors have enjoyed and of the

award.we'Teceived Tr??écogr‘nt:on' of thosewresults Like the steady light that

shines through 1;5.?ﬁrface. the award séfves as another reminder of the rewards (
that come from maintaining our focus. g -’
s / -
Your)fello"\"'; shareholder, BT
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Chairman, President and CEO ‘ '/) )
UniSotirce Energy Corporation .
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2006 PERFORMANCE (GRAPH

The following graph shows a comparison of cumulative total returns for UniSource Energy stock, the Standard & Poor’s 500
Stock Index (S&P 500) and the Edison Electric Institute Index of Investor-Owned Electric Utilities (EFI Index). The graph
assumes that $100 was invested on the last trading day of 2001 in UniSource Energy stock, the S&P 500 and the EEI Index. The
calculatlons assume that any dividends paid were reinvested.
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DATA AND CALCULATIONS ToTaL RETURN

2002 2003 2004 2005 2006

S&P 500 -22.1% 287% 10.9% 4.9% 15.8%

EEI Index -14.7% 23.5% 22.8% 16.1% 20.8%

UniSource Energy -2.2% 46.7% 0.4% 32.6% 20.1%

QUARTERLY DIVIDEND PAYMENTS

UniSource Energy’s Board of Directors has increased the company's quarterly dividend every year since the payments were
established in 2000.
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UTtiniTty CUSTOMER GROWTH

UniSource Energy’s utility subsidiaries, Tucson Electric Power and UniSource Energy Services, historically have enjoyed strong
customer growth.
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This Annual Report contains forward-looking statements as defined by the Private Securities Litigation Reform Act of
1995. You should read forward-looking statements together with the cautionary statements and important factors
included in this report. {See Management's Discussion and Analysis of Financial Condition and Resufts of Operations,
Safe Harbor for Forward-Loocking Statements). Forward-looking statements include statements concerning plans,
objectives, goals, strategies, future events or perfermance and underlying assumptions.. Forward-looking statements
are not statements of historical facts. Forward-looking statements may be identified by the use of words such as
“anticipates,” "estimates,” “expects,” “intends,” “plans,” “predicts,” “projects,” and similar expressions. We express our
expectations, beliefs and projections in good faith and believe them to have a reasonable basis. However, we make
no assurances that management's expectations, beliefs or projections will be achieved or accomplished. In addition,
we disclaim any obligation to update any forward-looking statements to reflect events or circumstances after the date
of this report.

na L "o

MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

Management's Discussion and Analysis explains the results of operations, the general financial condition, and the
outlook for UniSource Energy Corporation (UniSource Energy) and its three primary business segments and includes
the following:

cutlook and strategies,

operating results during 2006 compared with 2005, and 2005 compared with 2004,
factors which affect our results and outlook,

liquidity, capital needs, capital resources, and contractual obligations,

dividends, and

critical accounting estimates.

UniSource Energy is a holding company that has no significant operations of its own. Operations are conducted by
UniSource Energy’s subsidiaries, each of which is a separate legal entity with its own assets and liabilities. UniSource
Energy owns the outstanding common stock of Tucsen Electric Power Company (TEP), UniSource Energy Services,
Inc. (UES), Millennium Energy Holdings, Inc. (Millennium), and UniSource Energy Development Company (UED).

TEP, an electric utility, has provided electric service to the community of Tucson, Arizona, for over 100 years. UES
was established in 2003, when it acquired the Arizona gas and electric properties from Citizens. UES, through its two
operaling subsidiaries, UNS Gas, Inc. (UNS Gas) and UNS Electric, Inc. {(UNS Electric), provides gas and electric
service to 30 communities in Northern and Southern Arizona. Millennium has existing investments in unregulated
businesses; however no new investments are planned at Millennium. UED facilitated the expansion of the
Springerville Generating Station and is currently developing the Black Mountain Generating Station (BMGS), a gas
turbine project in Northern Arizona that, subject to approval, is expected to provide energy to UNS Electric. We
conduct our business in three primary business segments — TEP, UNS Gas and UNS Electric.

UniSource Energy was incorporated in the State of Arizona in 1995 and obtained regulatory approval to form a holding
company in 1997. In 1998, TEP and UniSource Energy exchanged shares of stock resulting in TEP becoming a
substidiary of UniSource Energy. Following the share exchange, TEP transferred the stock of its subsidiary Mlllenmum
to UniSource Energy.

On March 31, 2006, Millennium sold its interest in Global Solar Energy, Inc. (Global Solar), its largest holding. At
December 31, 2006, the investment in Millennium represented 3% of UniSource Energy’s Total Assets.

UNISOURCE ENERGY CONSOLIDATED

OUTLOOK AND STRATEGIES

Our financial prospects and outlook for the next few years will be affected by many compétitive, regulatory and
economic factors. Our plans and strategies include the following:

» Efficiently manage our generation, transmission and distribution resources and seek ways to control our
operating expenses while maintaining and enhancing reliability and profitability;

+ Expand TEP's porifolio of generating and purchased power resources to meet growing retail energy demand
and respond to wholesale market opportunities,;
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. Expand UNS Electric’s portfollo of generating and purchased power. resouroes to meet growing retail energy

demand upon the expiration of the full reqmrements contract with Pinnacle Weast Marketmg and Tradlng
(PWMT),

. » - 'Resolve the uncertainty surrounding TEP's rates for- generatlon seerce after 2008, wh||e preservrng TEP's -
- .u_benet" its under the Settlement Agreement ‘ : ‘ v

e Receive Anzona Corporatlon Commrssron (ACC) approval ‘of rate increases for UNS Gas and UNS Electric to

“provide adequate revenues’ to cover the rising cost of prowdlng service to their customers;

e Enhance the value of exlstmg generatlon assets by working wrth Salt River Pr’OjECt to support the constructlon
) - of Sprlngerwlle Unlt 4:

‘ .\ . . i PR s . 43 . . N
N .

‘s Enhance the value of TEP's transmission system whlle contlnumg to provide rellable access to generatlon ‘for
* TEP'and UNS Electric’s retail custorners and market access for aII generatlng assets; R

« Continue to develop synergies between UNS Gas, UNS Electric and TEP;
e ‘Improve capital structure; and
¢ Promote economic development in our service territories.

' To accomplrsh our goals during 2007 we 'expect to spend the foIIowmg on capltal expendltures

-Segment Estimated Caprtal Expenditures . .
- ' - -Millions of Dollars- ©
TEP .. ' $198
UNS Gas = : . 38 o
UNS Electric ' o : 43 e
~ Other *” ' : _ 27 . .
UniSource Energy Consolidated L $306 ' \

" Represents capital expenditures by UED related to the 90 MW.BMGS to be constructed in’
Kingman Arizona in UNS Electric’s service area, The p'roject is expected to be completed in 2008.,

-~ -

While we: belleve that our plans and strategies will continue to. have a posntlve lmpact onour fi nancial prospects and
" position, we recogmze that we continue to be highly Ieveraged and as a result our access to the capltal markets may
be lrmlted or'more expensive than for less leveraged companles

E,,-. S

) RESllLTS OF OPERATIONS
Executive Overview

UniSource Energy recorded Income Before Discontinued Operations and Cumulative Effect of A'ccountrng Change of
$69 million in 2008, $52 million in 2005 and $51 million in 2004." Net Income of $67 million in 2006 includes a $2
million loss from discontinued operations; net income of $46 million in 2005 inciides a $5 million loss from

" discontinued operations and a $1 million loss from the cumulative effect of an accounting change: and net income of -
$46 million in 2004 includes a $5 milliony loss from d:scontnnued operahons ’

2006 Compared Wlth 2005

4
1

The |mprovement in UniSource Energy’s results in 2006 is due primarily to: the hlgher avallabrllty of TEP's coal f‘red
generating plants; the start of commercial operations at the Luna Energy Facility (Luna) in April 2006; retail customer
growth-at TEP; interest savings related to varaous financing activities in 2005 and 2006; and the commencement of
commerciak operat|on of Spnngerwlle Unit 3'in August 2006. See Tucson Electric Power Compariy, Resufts of
Operatrons below and Tucson El‘ectnc Power Company quurdrty and Caprtal Resources Fmancmg Actlwtres below.
PO .
On March 31, 20086, Millennium sold Global Solar for $16 million in cash and an option to purchase, under certain
conditions, 5% to 10% of Global Solar in the future. In 2006, UniSource Energy recorded an after-tax loss of
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approximately $2 million related to the discontinued cperations and disposal of Global Solar. See Other Non-
Reportable Segments, Resuits of Operations, Discontinued Operations — Global Solar, below.

2005 Compared With 2004

UniSource Energy's results in 2005 were negatively impacted by planned and unplanned outages at several of TEP’s
coal plants. One of TEP’s largest coal plants suffered a nearly month-long outage in August 2005, during a pericd
when customer demand was high and energy prices were boosted by the impact of hurricane activity in the Gulf of
Mexico. Higher natural gas prices and the cost of purchasing replacement power during the outage contributed to an
82% increase in TEP’s purchased power expense. See Tucson Electric Power Company, Results of Operations,
below.

Also in 2005, UniSource Energy completed a financial restructuring, issuing $240 million of debt and using the
proceeds to repay an inter-company note and infuse capital into its subsidiaries. TEP retired approximately $321
million of debt and capital lease obligations (net of proceeds received from TEP’s investment in lease debt). See
Liquidity and Capital Resources, Financing Activities, befow, and Tucson Efectric Power Company, Liquidity and
Capital Resources, Fmancmg Activities, Bond Repurchases and Redemptions, below.

CONTRIBUTION BY BUSINESS SEGMENT

The table below shows the contributions to our consolidated after-tax earnings by our three business éegments and
Other net income (loss).

2006 2005 2004
: -Millions of Dollars-

TEP . $ 67 $ 49 $ 46
UNS Gas ' h . 4 5 6
UNS Electric ) 5 5 4
Other ™" (7) (7) (5)
Income Before Discontinued Operations and _ .o
Cumulative Effect of Accounting Chan e 69 52 51
Discontinued Operations — Net of Tax ¥ (2) (5} 5)
Cumulative Effect of Accounting Change Net of Tax - {1 -

Consolidated Net Income $ 67 S 46 . $ 46

" ncludes: UniSource Energy parent company expenses; in 2005 and 20086, UniSource Energy parent company
interest expense (net of tax) on the UniSource Energy Convertible Senior Notes and on the UniSource Energy
Credit Agreement; in 2004 and in the first nine months of 2005, interest expense (net of tax) on the note payable
from UniSource Energy to TEP; income and losses from Millennium investments and UED; and in 2004 costs
associated with the proposed acquisition of UniSource Energy.

@ Relates to the discontinued operations of Global Solar.

LIQUIDITY AND CAPITAL RESOURCES

UniSource Enérgy Consolidated Cash Flows

1

2006 .2005 . 2004 . . ' E
-Miflions of Dollars- '

Cash provided by (used in):

Operating Activities $ 283 $274 $ 307
Investing Activities (246) (170) (156) .
Financing Activities (77) (113) - {98)

UniSource Energy s consolidated cash ﬂows are prowded prlmarlly from reta|| and whoIesaIe energy sales at TEP,
UNS Gas and UNS Electric, net of the related payments for fuel and purchased power. Generally, cash from
operations is lowest in the first quarter and highest in the third quarter due to TEP's summer peaking load.




We use our available cash primarily {o:

» fund capital expenditures at TEP, UNS Gas and UNS Electric;
+ pay dividends to shareholders; and
+ reduce leverage.

The primary source of liquidity for UniSource Energy, the parent company, is dividends it receives from its subsidiaries,
primarity TEP. Also, under our tax sharing agreement, our subsidiaries make income tax payments to UniSource’
Energy, which makes payments on behalf of the consolidated group. - The table below provides a summary of the
liquidity position of UniSource Energy ona stand alone basis and each of its segments.

.

- = : Borrowings Amount Available
.Balances As of Cash and Cash under Revolving .~ under Revolving
February 23, 2007 Equivalents Credit Facility Credit Facility

) ) ' -Millions of Dollars- .o
UniSource Energy stand-alone $ 13 $ - $ 70

TEP ' 48 - 90 . . 60
' UNS Gas - o 16 S | -7 - 30

UNS Electric . : 4 25 _ s 50
Other ] ‘ 319 .- NA NA

Total $ 112

“ ’Currently either UNS Gas ‘or UNS Electric may borrow up to a maximum of $30 mnhon but the total combined amount borrowed cannot exceed
$40 million. Upon ACC approval of the incréase in the UNS Gas/UNS Electric Revolver, gither borrower may borrow up to a maximum of $45 million
so0 long as the combined amount borrowed does not exceed $60 million. The matter is pending before the ACC.

@ Includes cash and cash equivalents at Millennium. *

Executive Overview

Operating Activities

In 20086, net cash flows from operating activities were $283 million or $9 million higher than 2005. The increase is due
primarily to; an increase in TEP's cash receipts from electric retail and wholesale sales, net of fuel and purchased- -
energy costs; higher UNS Gas retail revenues; and the wind down of activity at Millennium Environmental Group, Inc.
(MEG); partially offset by a $32 million payment made to the Internal Revenue Service (IRS) and state tax authorities
related to a notice of a proposed adjustment to previously filed tax returns and an increase in federal and state
extension and estimated tax payments.

Investing Activities . Y v

‘Net cash used for investing activities was $76 million higher in 2006 primarily due to: TEP’s purchase of a 14% equity
interest in Springerville Unit 1 Lease; growth and maintenance of TEP’s electric system,; ulility system growth at UNS
Gas and UNS Eleciric; the purchase of two gas turbines by UED; and TEFP's share of the construction costs of Luna.

Forecasted Capital Expenditures
Business Segment - 2007 2008 2009 2010 2011

. -Millions of Dollars- . -
TEP $198 $238 $195 $224 $293

UNS Gas - . 38 33 27 . 28 26 .
UNS Electric . b 43 39 42 28 - 34
Other - 27 10 - =
UniSource Energy Consolidated $306 $320 $264 $280 $353

Capital expenditures of $1.2 billion for 2007 through 2010 are expected to be $331 million, or 39% higher than
forecasted amounts reported in 2006. This increase is the result of several factors including: higher material and
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construction costs; the need to increase high-voltage transmission capacity into TEP's service territory; generation
needs for UNS Electric; and continued strong customer growth in UniSource Energy's utility service territories.

Financing Activities

Net cash flows used for financing activities were $36 million lower in 2006 compared with 2005. Factors impacting
cash used for financing activities in 2006 include: an increase in net revolving credit facility borrowings and lower debt
issuance costs; partially offset by an increase in net repayments of long-term debt; higher payments on capital lease
obligations by TEP, higher dividends paid by UniSource Energy to its shareholders. In 2005, UniSource Energy issued
$240 million of debt, which it used to repay an inter-company note to TEP and infuse capital into its subsidiaries. TEP
used the proceeds from the inter-company note repayment and capital infusion to retire $282 million of debt.

As a result of the activities described above, our consolidated cash and cash equivalents decreased to $104 million at
December 31, 2006, from $145 million at December 31, 2005. We invest cash balances in high-grade money market
securities with an emphasis on preserving the principal amounts invested. :

Liquidity Outlook

As a result of growing capital expenditures at UniSource Energy’s subsidiaries, the revolving credit facilities at
UniSource Energy, TEP, UNS Gas and UNS Electric may be used on a more frequent basis. Other funding sources to
meet the capital requirements of the strong utility customer growth could include the issuance of long-term debt, as
well as capital contributions from UniSource Energy to its subsidiaries. The need for external funding sources is
partially dependent on the outcome of rate-related proceedings at TEP, UUNS Gas and UNS Electric.

For more information concerning liquidity and capital resources, see Tucson Electric Power Company, Liquidity and
Capital Resources, below, UNS Gas, Liquidily and Capital Resources, UNS Electric, Liquidity and Capital Resources,
and Other Non-Reportable Segments, Liquidity and Capital Resources, below.

Convertible Senior Notes

In March 2005, UniSource Energy issued $150 million of 4.50% Convertible Senior Notes due 2035, which are-
unsecured and are not guaranteed by TEP or any other UniSource Energy subsidiary.

Each $1,000 of Convertible Senior Notes is convertible into 26.6667 shares of our Common Stock at any time,
representing a conversion price of apprommately $37.50 per share of our Common Stock, subject to adjustment in
certain circumstances.

Beginning in March 2010, UniSource Energy will have the option to redeem the notes, in whole or in part, for cash, ata
price equal to 100% of the principal amount plus accrued and unpaid interest. Holders of the notes will have the right
to require UniSource Energy to repurchase the notes, in whole or in pan, for cash on March 1, 2015, 2020, 2025 and
2030, or if certain specified fundamental changes involving UniSource Energy occur. The repurchase price will be
100% of the principal amount of the notes plus accrued and unpaid interest.

' In the event of a fundamental change that occurs prior to March 2010, UniSource Energy may be required to pay a
make-whole premium on notes converted in connection with the fundamental change. The make-whole premium will
be payable in shares of UniSource Energy Common Stock or the consideration into which UniSource Energy Common
Stock has been converted or exchanged in connection with such fundamental change.

A fundamental change involving UniSource Energy will be deemed to have occurred if: (1) certain transactions occur
as a result of which there is a change in control of UniSource Energy; or (2) UniSource Energy Common Stock ceases
to be listed on a national securities exchange or quoted on The Nasdaq National Market or another established
automated over-the-counter trading market in the United States.

The notes may be accelerated upon the occurrence and continuance of an event of default under the indenture
governing the notes. The failure to make required payments on the notes or comply with the terms of the indenture
may constitute an event of default. In addition, events of default may arise upon the acceleration of $50 million of
indebtedness for borrowed money of UniSource Energy or TEP, or certain events of bankruptcy invalving UniSource
Energy or TEP.




UniSource Energy Credit Agreement

In August 2006, UniSource Energy amended and restated its existing-credit agreement (UniSource Credit Agreement).
The amendment extended the maturity from April 2010 to August 2011, reduced the interest rate payable on -
borrowings, and changed the amounts available under the term loan and the revolving credit facilities. As amended,
the UniSource Credit Agreement consists of a $30 million term loan facility and a $70 milfion revolving credit facility.
Prior to the amendment, the UniSource Credit Agreement included a $90 million term loan facility ($84 million
outstanding) and a $15 million revolving credit facility (zero outstanding). On August 11, 2006, UniSource Energy
repaid the $84 million outstanding term loan with $30 million of available cash, $30 million drawn under the new term
loan and $24 million drawn under the revolving credit facility.

Quarterly principa! payments of $1.5 million on the outstanding term loan are due beginning in September 2006, with
the balance due at maturity. At December 31, 2006, there was $27 million outstanding under the term loan facility and
_ $20 million outstanding under the UniSource Energy revolving credit facility at a weighted average interest rate of

- 6.67%. In January 2007, Uanource Energy repaid the $20 mlllron outstanding on the revolvmg credlt facility.

We have the option of paying interest on the term loan'and on borrowings under the revalving credit facility at adjusted
LIBOR plus 1.25% or the sum of the greater of the federal funds rate plus 0.5% or the agent bank’s reference rate and
0.25%.

The UniSource Credit Agreement restricts additional indebtedness, liens, mergers, sales of assets, and certain
investments and acquisitions. We must also.meet: (1) a minimum cash flow to debt service coverage ratio for
UniSource Energy on a standalone basis and {2) a maximum leverage ratio on a consolidated basis. We may pay
dividends if, after giving effect to the dividend payment,. we have more than $15 million of unrestricted cash and
unused revolving credit. As of December 31, 2006 ‘we were in compliance with the terms of the UniSource Credit
Agreement. ; .

If an event of default occurs, the UniSource Credit Agreement may become immediately due and payable. An event of
default includes failure to make required payments under the UniSource Credit Agreement, failure of UniSource
Energy or certain subsidiaries to make payments or default on debt greater than $20 million, or certain bankruptcy
events at UniSource Energy or certarn subsidiaries.

P

Guarantees and indemnities

in the normal course of business, UniSource Energy and certain subsidiaries enter into various-agreements prcvndmg
financial or performance assurance to third parties on behalf of certain subsidiaries. We entered into these
agreements primarily to support or.enhance the creditworthiness of a subsidiary on a stand-alone basis. The most
significant of these guarantees at December 31, 2006 were:
» UES' guarantee of $160 million of aggregate principal amount of senior unsecured notes issued by UNS Gas
and UNS Electric to purchase the Citizens’ Arizona gas and electric system assets;
UES’ guarantee of a $40 miltion revolving ‘credit facility: available to UNS Gas: and UNS Electnc “and
UniSource Energy’s guarantee of approximately $5 million in hatural gas and supply payments and buuldtng
Iease payments for UNS Gas and UNS Electric.

To the extent liabilities exist under'the contracts SUbjE.‘Ct to these guarantees such l|ab|||t|es are mcluded in the
consolldated balance sheets. '

In addltlon UniSource Energy and its subS|d|ar|es have indemnified the purchasers of interests in certain investments
from additional taxes due for years prior to the sale. The terms of the indemnifications provide for no limitation on
potential future payments however, we believe that we have abided by all tax laws and paid all'tax obllgatlons We
have not made any payments under the terms of these indemnifications to date _

We believe that the likelihood that UmSource Energy would be requrred to perform or otherwrse |ncur any significant -
losses associated with any of these guarantees is remote.

i




Contractual Obligations

The following charts display UniSource Energy’s consolidated contractual obllgatlons by maturity and by type of
obligation as of Becember 31, 2006.

UniSource Energy’s Contractual Obligations
- Millions of Dollars -

‘ 2012
Payment Due in Years ' and
Ending December 31, 2007 2008 2009 2010 2011 after Total
Long Term Debt
Principal” $ 6 $223 $ 6 $ 6 $382 $ 555 §1,178
Interest® 67 65 49 49 44 534 808
Capital Lease Obligations'™ ,
Springerville Unit 44 83 82 30 57 83 401 736
Springerville Coal Handling 24 18 15 - 17 19 101 194
Sundt Unit 4 12 12 13 . 14 - - 51
Springerville Common 6 6 6 6 6 148 178
QOperating Leases 2 2 2 2 1 2 11
Purchase Obligations'®: ’ .
Coal and Rail Transportation® 89 89 80 80 - 42 242 622
Purchase Power” ' 30 27 36 24 15 16 121
Electric Generating Turbines 21 6 = @ - - - - 27
Transmissicon 7 2 1 1 1 - 12
Gas®® 50 38 19 12 8 - 127
Other Long-Term Liabilities®:
Pension & Other Post
Retirement Obligations'” . 15 4 4 5 5 32 65
San Juan Pollution Control
Equipment 17 41 7 - - - 65
Acquisition of Springerville K
Coal Handling and Common
Facilities!'? , - - - - - 226 226
Total Contractual Cash
Obiligations ) $402 $615 3268 $273 $606 $2,257° $4,421

™ Includes quarterly principal payments due on the term loan facility in UniScurce Energy's Credit Agreement
and amounts outstanding under the UNS Electric revolving credit facility. TEP's Variable Rate industrial
development bonds (IDBs) are backed by LOCs issued pursuant to TEP’s Credit Agreement which expires in
August 2011. Although the Variable-Rate iDBs mature between 2018 and 2022, the above maturity reflects a
redemption or repurchase of such bonds in 2011 as though the LOCs terminate without replacement upon
explrahon of the TEP Credit Agreement.

) Includes letter of credit and remarketing fees on variable rate debt. The interest rates for variable rate debt are
estimated using Eurodollar fulures rates for an approximation of LIBOR. For variable rate IDBs, a discount is
aEJpIied to estimated LIBOR based on the historical discount the IDBs have had to LIBOR.

3 Beginning with commercial operation of Springervilie Unit 3 in September 2006, Tri-State Generation and
Transmission Association (Tri-State} is reimbursing TEP for various operating costs refated to the common -
facilities on an ongoing basis, including 14% of the Springerville Common Lease payments and 17% of the
Springerville Coal Handling Facilities Lease payments. Similar reimbursement obligations are required after Unit
4 is constructed. TEP remains the obhgor'undér these capital leases. Capital Lease Obligations do not reflect
any reduction associated with this reimbursement.

) Annual payments under the Springerville Unit 1 lease vary in accordance with the amortization schedules of
the debt underlying the capital lease, with S|gn|f cantly larger principal payments occurring in 2007, 2008 and
2011,
®) Pyrchase obligations reflect the minimum contractual obligation under legally enforceable contracts with
contract terms that are both fixed and determinable. The total amount paid under these contracts depends on
the quantity purchased and transported. TEP and UES’ requirements are expected to be in excess of these
minimums. UniSource Energy has excluded open purchase orders of approximately $13 million expected to be
fulfilled in 2007.
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® Based on prior years' expenditures, TEP expects to spend approximately $200 million annually for the
" purchase and transportation of coal through 2010. TEP is unable to estimate how much it will spend under these
contracts beyond 2010 due to the impact of the amended Springerville coal contract.
™ Includes TEP and UNS Electric's forward power purchases. TEP has not included capacity payments under
TEP’s purchased power agreement with Tri-State which may be reduced in increments of 25 MW with 90 days'’
notice. To date, TEP has. recelved no such notice. If Tri-State does not give notice to reduce capacity, the
minimum capacity payments will be $31 million annually in 2007 through 2010 and $21 million in 2011.
UniSource Energy also has not included amounts payable to PWMT under UNS Electric’s full requu’ements power
supply agreement as payments under this contract are usage based with no fixed demand charges and are )
recovered through the purchased power and fuel adjustment clause (PPFAC) mechanlsm We expect to spend
‘a pproxmately $100 million annually under this contract through May 2008.

Amodunts inciude UNS Gas' fixed price forward gas purchases and firm transportation agreements with EPNG and
Transwestern. Incremental gas purchases are excluded as prices and volumes vary.- Amounts also exclude swap
-agreements which are marked to market on a monthly basis and do not include any minimum payment abligation.

" UNS Gas entered into forward gas purchases for 2007 through 2010 totallng $9 m|II|on subsequent to December M,
2006, which are, excluded from.the table above. :

® Excludes TEP’s Ilablllty for final environmental reclamation at the coal mines which supply the remote

generating stations. TEP es_ttmates its.undiscounted final reclamation liability is $41 million with reclamatlon
beginning in 2028: Sée Note 6. Also excludes asset retirement obligations expected to occur through 2066. See
Note 3. Also, excludes Millennium'’s equity commitments totaling $1 million over two years to fund subsuiuanes
gVaIIey Ventures) as suitable investments are identified.

These obligations represent TEP and UES' minimum required contnbutlons to pensmn plans in 2007 and
TEP's expected postretirement benefit costs to cover medical and life insurance claims as determined by the =~
plans’ actuaries. TEP and UES do not know and have not included pension contributions beyond 2007 due to the
significant impact that returns on p|an assels and changes in discount rates mtght have on such amounts TEP -
funds the postretirement benefit plan on a pay-as-you-go basis.

" These obligations represent TEP's share of the cost of new pollution control eqmpment based on its

ownership of San Juan. Under a settlement agreement signed in March 2005 with the New Mexico

Environmental Department and environmental activist groups, the co-owners of San Juan will instalt new

technology at the generating station to reduce mercury, particulate matter, NOx, and SO, emissions. In addition,
TEP's share of increased operating and maintenance costs associated with the néw technologies is expected to _'
be approximately $12 million over the next 10 years.

2 TEP has agreed with the owners of Springerville Units 3 and 4 that, upon expiration of the Springerville Coal
Handling Facilities and Common Leases, TEP is obligated to acquire the facilities at fixed prices of $120 million in
2015, $38 million in 2017, and $68 million in 2021 Upon such acquisitions by TEP, each of the owners of Unit 3 and
Unit 4 have the obligation to purchase from TEP a 17% and 14% interest, respectively, in such facilities.

We have reviewed our contractual obligations and provide the following additional information:

« We do not have any provisions in any of our debt or lease agreements that would cause an event of default or
cause amounts to become due and payable in the event of a credit rating downgrade.

e None of our contracts or fi nancmg structures contalns provisions or acceleration clauses due to changes in our
stock price.

’

Dividends on Common Stock .
On February 9, 2007, UniSource Energy declared a first quarter cash dividend of $0.225'per share on its Common
Stock. The first quarter dividend, totaling approximately $8 million, will be paid March 14, 2007 to shareholders of
record at the close of business February 20, 2007. During 2006, UniSource Energy paid quarterly dividends to its

“shareholders of $0.21 per share, totaling approximately $29 million, tn 2005, UniSource Energy paid quarterly

" dividends to |ts shareholders of $0.19 per share, totallng apprommately $26 million.”

Income Tax Pcsmon

At December 31, 2006, UmSource Energy had, for federal and state income tax fi !lng purposes the foIIownng
carryforward amounts: .

. .y



Amount Expiring

: - " -Millions of Dollars- Year 7
Capital Loss - o % 37 2010-2011 )

AMT Credit ‘ T , 48 o
Internal Revenue Service Matters

On its 2002 tax return, the Company filed for an automatic change in accounting method'relating to the capitalization of
indirect costs to the production of electricity and self-constructed assets. The new accounting method was also used
on the 2003 and 2004 returns. . :

In August 2005, the IRS issued a ruling which draws into question the ability of efectric and gas utilities to use the new
accounting method. As a result, the Company filed amended returns for 2002, 2003 and 2004 to remove the benefit
previously claimed using the accounting method.  In 2006, the Company remitted tax and interest of $24 million to the
IRS and $8 milion to state authorities. In December 2006, the IRS issued a final notice to the company disallowing the
use of the accounting method. We are in the process of filing a protest and will proceed to appeals.

TUCSON ELECTRIC POWER COMPANY

RESULTS OF OPERATIONS

The financial condition and results of operations of TEP are currently the principal factors affecting the financial.
condition and results of operations of UniSource Energy on an annual basis. The following discussion relates to TEP's
utility operations, unless otherwise noted.

2006 Compared With 2005

TEP recorded net income of $67 million in 2006 compared with $48 million in 2005'._ The following facto}s contributed
to the improvement:

2006 included: .
« a $53 million increase in total operating revenues less fue'l and purchased power expense due to the following:

e a $28 million increase in retail revenues due to warm weather during the second quarter and retail customer
growth; :

_» a$9 million increase in wholesale revenues due primarily to $3 million of transmission revenues related to
. Springerville Unit-3 and a $6 million increase in unrealized gains related to mark-to-market adjustments on
forward sales. Margins on wholesale sales were lower than last year due to a decline in the average market
price for power,

¢ a %23 million increase in other revenues due primarily to fees and reimbursemenfs received from Tri-State for
fuel and O&M costs related to Springerville Unit 3; :

e a %24 million decrease in purchased power expense due to increased production at TEP's coal-fired -
generating plants_ and the availability of Luna to offset some of the wholesale purchases to meet retail
customer demand during peak summer periods. Purchased power expense also reflects a $4 million increase
in unrealized losses due to mark-to-market adjustments on forward purchases of energy; offset by

* a $31 million increase in fuel expense due to increased generation at TEP’s coal-fired plants, gas-related fuel
expense at Luna and $8 million of fuel costs associated with Springerville Unit 3; .

+ a %31 million increase in O&M expense. TEP's O&M includes $9 million of expenses related to Springerville
Unit 3. In addition, pre-tax gains related to the sale of excess SO2 emissicon allowances were $7 million lower
than 2005. Other factors contributing to higher O&M include operating expenses at Luna; generating plant
maintenance; and higher payroll expenses;
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¢ A $‘|O million mcrease in the amortization of TEP s TRA; and

~ e a$13 million decrease in total interest expense due pnman!y to Iower interest on long-term debt and cap|tal
lease obligations, which was partially offset by interest paid to the IRS related to a notice of a proposed
adjustment to-previously filed tax returns and fees incurred in the third quarter of 2006 related to.amending
TEP's Credlt Agreemem L ) -

In 2008, the net pre—tax benefit recognized by TEP related to Sprmgerwlle Unit 3 for transmission revenues operatlng
fees and its share of the common costs was $8 million.

2005 Compared With 2004 - . ta

+

TEP recorded income before cumulatlve effect of accounting change of $49 million in 2005 compared wrth $46 million
in 2004, -The following factors contributed to the imprévement: .o - v .
2005 Included:
e a $26 million decrease in TEP 8 total operating revenue Iess fuel and purchased power expense due to the
following: - . . Ce o
e a $60 million increase in TEP S purchased power expense resulting primarily from an extended unplanned
outage of Springerville Unit 2 in August 2005, planned maintenance outages at San Juan.Unit 2 and Four
'Corners Unit 5 during the second quarter and higher wholesale power prices;

Y

» a $14 million increase in TEP’s fuel expense due to a $3 million increase in natural gas costs prlmanly from
higher gas prices and an $11 million increase in coal costs;

 a $28 million increase in retail revenues due to warm weather and a 3% increase in TEP's customer base; and

« a$19 million increase in TEP's wholesale revenues due to higher market prices for power comp'ared'to last
_ year. - i

.+ a%22 million decrease in O&M. Higher maintenance costs at TEP’s coal-fired plants were offset by an
increase of $10 mitlion in‘pre-tax gains on the sale of excess SOz Emission Allowances by TEP;

s a $§ million increas_e in the amortization of TEP's TRAjand -

« a$17 million decrease in total interest expense refate_d to the financial restructuring of TEP in May 2005,
2004 Included: | T, |

« expenses of $8 million related fo a proposed but terminated acquisition of UniSource Energy. - ¢

Utility Sales and Revenues

'Customer growth, ,weather and other consumption factors affect retall sales of electrucuty Electric wholesale revenues
are affected by market prices in the wholesa!e energy market, the avallabnlnty of TEP generating resources, and the
level of wholesale forward caontract activity.
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The table below provides trend information on retail sales by major customer ctass and electric wholesale sales made
by TEP in the last three years as well as weather data for TEP's service territory.

3

. Sales Operating Revenue

2006 2005 2004 2006 2005 2004
-Millions of kWh- -Millions of Dollars-
Electric Retail Sales:
Residential 3,778 3,633 3460 % 343 $ 331 $ 315
Commerciai 1,959 1,856 1,788 203 193 187
Industrial 2,278 2,302 2,226 165 166 161
Mining 925 843 829 44 40 39
Public Authcrities. 261 241 240 19 17 17
Total Electric Retail Sales 9,201 8,875 8,543 774 - 747 719
Electric Wholesale Sales Delivered:
Long-term Contracts 1,076 1,188 1,227 51 55 - 33
QOther Sales 2,365 1,994 2,065 117 115 120
Transmission - - N 13 7 5
Net Unrealized Gain (Loss) on
Forward Sales of Energy - - - 7 1 2
Total Electric Wholesale Sales 3,441 3,182 3,292 188 178 160
Total Electric Sales - 12.642 12,057 11835 5 962 - § 925 "$ 879
Weather Data: .
Cooling Degree Days 1,371 1,529 1,298
10-Year Average 1,414 1,426 1,409
Heating Degree Days 1,295 1,257 1,631
10-Year Average 1,487 1,488 1,481

2006 Compared with 2005

Total revenues from kWh sales to retail customers increased by $28 million, or 4%, in 2006 compared with 2005, due
primarily to customer growth.

Wholesale revenues increased $9 million in 2006 compared with last year.” In 2006, wholesale revenues included $3
million in transmissicn revenues related to Springerville Unit 3 and a $6 million increase in net unrealized gain due to
mark-to-market adjustments on forward sales. Wholesale kWh sales increased 8% primarily due to the higher
availability of TEP's coal plants; however, margins on wholesale sales were lower due to a 16% decrease in the
average market price of wholesale energy. TEP’s margins on wholesale sales were higher in 2005, as hurricane
activity in the Gulf of Mexico boosted market prices for wholesale energy in the last six months of the year. See
Factors Affecting Resuits of Operations, Western Energy Markets, Market Prices, below.

Mark-to-Market Adjustments on Trading Activity

The table below summarizes the net unrealized gains (losses) on TEP's forward sales and purchases of energy. Net
unrealized gains (losses) on forward sales of energy are presented on the income statement in wholesale revenues.
Net unrealized gains (losses) on forward purchases of energy are presented on the income statement in purchased
power expense. Amounts for 2006 are based on the market price of energy as of December 31, 2006.

2006 2005 2004
-Millions of Dollars-
Net Unrealized Gain (Loss) on $7 $1 $2

Forward Sales of Energy
Net Unrealized (Loss) Gain on :

Forward Purchases of Energy . (B) {2) -
Net Unrealized Gain (Loss) - 51 $ (1) $2
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2005 Compared with 2004

. Total revenues from sales to retail customers increased by $28 million, or 4%, in 2005 comparéd with 2004, due
primarily to customer growth and warm summer weather. Residential kWh sales increased 5% and commercial kWh
sales increased 4% during 2005. .

Despite lower coal plant availability and a 3% decreasé in wholesale kWh saies, wholesale revenues increased $18
million, or 11%, in 2005 compared with 2004. The average wholesale market price of energy was $59 per MWh in
2005, compared with $44 per MWh in 2004. See Factors Affecting Resuits of Operatrons Western Energy Markets,
Market Prices, below. .

Operating Expenses

2006 Compared with 2005 - - ) e

Fuel and Purchased Power

TEP’s fuel and purchased power expense, and energy resources for 2006, 2005 and 2004 are detailed below:

Generation Expense
2006 - -2005 2004 2006 2005 2004
-Millions of kWh- -Millions of Dollars-

Coal-Fired Generation

Four Corners 812 783 749 $ 12 $ 11 - % 10

Navajo 1,215 1,221 1,244 17 16 15

San Juan 2,486 2,484 2,435 56 X 48

Springerville 5826 5,572 5,731 96 94 92

Sundt4 - - v 623 - 787 ) 735 14 .+ 16 14
Total Coal-Fired Generation - 10,962 10,847 -10,894 . § 195 $190 $ 179
Gas-Fired Generation ) : : ' -

Luna ' 516 - - 'o24 - -

Other Units : - 1334 368 432 3 36 34
Total Gas-Fired Generation 850 ' -368 432 "~ 55 36 34
Solar and Other Generation 9 9 . 8 - - -
Total Generation ' . 11,821 11,224 11,334 250 226 213
Purchased Power 1,707 1,639 1,322 103 131 73
Net Unrealized (Gain) Loss on Forward '
Purchases of Energy - - - 6 2 -
Totat Purchased Power 1,707 1639 1,322 109 133 73
Total Resources . 13,528 12,863 12,656 $ 359 $ 359 $ 286
Less Line Losses and.Company Use .- 886 . 806 821 . '

._Total Energy Sold - _ , 12,642 12,057 11,835

M Fuel expense in 2006 excludes $8 million related to Springerville Unit 3; the fuet costs incurred on behalf of Unit 3 are recorded in Fuel Expense
and the reimbursement by Tri-State is recorded in Other Revenue,

The start of commercial operation of Luna and higher coal plant availability in the summer months led to a $24 million
increase in fuel expense in 2006 (excluding fuel expenses at Springerville Unit 3); however, purchased power expense
decreased $24 million as these same factors reduced TEP’s need to purchase power during the summer months to
meet retail demand. Gas-fired generation more than doubled in 2006, causing gas-related fuel expense to increase
$19 million, or 53%. Coal-fired generation increased 1%, leading to a $5 million increase in coal-related fuel expense.
Luna's generation output reported in the table above includes energy generated during its test phase, but does not
include any associated fuel costs which were capitalized and reported as project costs.

Despite a 4% increase in purchased energy volumes, purchased power expense was $24 million, or 18%, lower due to
a decrease in average whaolesale energy prices in 2006 as well as fewer short-term purchases during the summer
months when market prices for wholesale energy are typically higher. In September 2006, TEP began purchasing
energy from Tri-State under a 100 MW purchased power agreement.

-12.-



The table below shows TEP's average resource cost per kWh generated:

2006 2005 2004
-cents per kWh-
Coal 1.78 1.75 1.64
Gas 6.69 978 7.87
All sources 2.61 2.01 1.88

*In 2008, the average cost of gas generation per kWh excludes test energy produced at
Luna and its associated fuel costs.

TRA amortization increased $10 million in 2006. Amortization of the TRA is the result of the Settlement Agreement
with the ACC, which changed the accounting method for TEP’s generation operations. This item reflects the recovery,
through 2008, of transition recovery assets which were previously regulatory assets of the generation business. The
amount of amortization is a function of the TRA balance and total kWh consumption by TEP's distribution customers.

The table below shows estimated annual TRA amortization and unamortized TRA year-end balances for 2007 and
2008. ‘

Estimated -Unamortized
TRA Amortization TRA Balance
-Millions of Dollars-
2007 76 26
2008 ) 26 -

Other Income (Deductions) LT

In 2005, TEP's Income Statement included inter-company Interest Income of $2 million. This represented Interest
Income on a promissory note TEP received from UniSource Energy in exchange for the transfer to UniSource Energy
of its stock in Millennium in 1998. UniSource Energy repaid the inter-company promissory note on March 1, 2005. On
UniSource Energy's Consolidated Statement of Income, this Interest Income, as well as UniSource Energy's related
interest expense, was eliminated as an inter-company transaction, See Liquidity and Capitaf Resources, TEP Cash
Flows, Inter-Company Note from UniSource Energy, below.

Operating Expenses
2005 Compared with 2004

Fuel and Purchased Power

Curing 2005, planned outages at Springerville Unit 2, San Juan Unit 2 and Four Carners Unit 5 and an extended
unplanned outage at Springerville Unit 2 during the third quarter led to higher gas-related fuel costs and an 82%
increase in purchased power expense. Purchased power expense increased $60 million compared with 2004, due to
a 19% increase in MWhs purchased and an increase in wholesale market prices for power. The average market price
for around-the-clock energy based on the Palo Verde Index increased 34% in 2005 compared with average prices in
2004. A combination of higher coal and natural gas costs contributed to a $13 million increase in total fuel expense at
TEP's generating plants in 2005.

Cumulative Effect of Accounting Change ' ' .
TEP adopted FIN 47 in December 2005 and recorded a one-time $1 million after-tax cost. See Note 3 of Notes to

Consolidated Financial Statements, Accounting Change: Accounting for Asset Retirement Obligations, and Critical
Accounting Estimates, Accounting for Asset Retirement Obligations, below.
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FACTORS AFFECTING RESULTS OF OPERATIONS
Competition '

In 2001, all of TEP’s retail customers became eligible to choose an alternative energy service provider (ESP),
however, only-a small number of commercial and industrial customers initially chose an ESP. By 2002, none of TEP's
retail custormners were served by an alternative ESP. :

In 2004, an Arizona Court of Appeals decision held invalid certain portions of the ACC rules on retail competition and
related market pricing. In February 2006, the ACC Staff requested that a proceeding be opened to address the issue
of retail electric competition. We cannot predict what changes, if any, the ACC will make to the competition rules. TEP
has met all conditions required by the ACC to facilitate electric retail competition, including ACC approval of TEP's -
direct access tariffs. See Rates, ACC Order to Review the Settlement Agreement, below.

TEP competes against gas service suppliers and others that provide energy services. Other forms of energy
technologies may provide competition to TEP's services in.the future, but to date, are genérally not financially viable
alternatives for its retail customers.. Self-generation by TEP’s large industrial customers could also provide competition
for TEP's services in the future, but has not had a significant impact to date. -y

In the wholesale market TEP competes with other utrtrtres power marketers and independent power producers in the.
sale of electric capacity and energy. . _ _ ‘ 1

ACC Order to Review the Settlement Agreement

Beginning in May 2005, TEP filed a series of pleadings requesting the ACC to resolve the uncertainty sufrounding the
methodology that will be applied to determine TEP’s rates for generation service after 2008. TEP filed the pleadings in
response to the Arizona Court of Appeals ruling related to retail competition and market pricing and a lack of :
agreement as to the interpretation of the Settlement Agreement by a number of participants in TEP's rate proceedings. |
TEP believes that the Settlement Agreement contemplated market based rates for generation service after 2008. Sée
Competition, above for information regardrng the recent court ruling.

In April 2006, the ACC ordered that a procedure be established to allow for an expeditious and complete feview of,
among other things, the Settlement Agreement and |ts effect on how TEP's rates for generation servrces will be
determined after December 31, 2008. .

The testimony filed by a number of participants in this proceeding, including the ACC Staff and Residential Utility”
Consumer Office (RUCO), reflect differing interpretations of the Settlement Agreement and a belief that TEP js
required to charge cost-of-service rates for generation service in 2009,

According to testimony filed by TEP, its average retail rate would increase approximately 23% over current rates if
2009 generation service rates are market based. TEP also proposed two alternatives to charging market-based rates
for generation in 2009: a market phase-in proposal with an initial rate increase capped at 12%; and a cost-of-service
(including an $850 million regulatory asset and energy cost adjustment clause) proposal that would increase average
retail rates in 2009 approximately 26% over current rates. See TEP Testimony, The Market-Phase-in Proposal and
The Cost-of-Service (mcludrng Regu!atory Asset and Energy Cost Adjustment Clause} Proposal, below for more
information.

In February 2007, partres in this proceeding participated in settiement discussions, however were unable to reach a
settlement.

A public hearing before an ACC Admrnrstratwe' Law Judge (ALJ) is scheduled to begin on March 6, 2007. -Foll'owrng
the public hearing, the ALJ will propose a recommended opinion and order for consideration by the ACC. We expect
the ALJ to issue a recommendation in the seccnd quarter of 2007

If the ACC does not honer the Settlement Agreement allowihg TEP to charge market-based rates for generation ,

service in 2009 and orders TEP to return to cost-of-service generation rates without compensating TEP for financial
impacts of the Settlement Agreement, TEP will file a lawsuit to preserve its right to declaratory relief and damages.
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Rates

Settlement Agreement

In 1999, the ACC approved the Rules that provided a framework for the introduction of retail electric competition in .
Arizona, as well as the Settlement Agreement between TEP and certain customer groups related to the
implementation of retail electric competition in Arizona.

The Rules and the Settlement Agreement established:

» a period from November 1999 through 2008 for TEP to transition its generation assets from a cost of service
based rate structure to a market, or competitive, rate structure;

» the recovery through rates during the transition period of $450 mllllon of stranded generation costs through a
fixed competitive transition charge (Fixed CTC);

s capped rates for TEP retail customers through 2008;

» an ACC interim review of TEP retail rates in 2004;

» unbundling of electric services with separate rates or prices for generation, transmission, distribution,
metering, meter reading, billing and collection, and ancillary services;

« a process for ESPs to become licensed by the ACC to sell generation services at market prices to TEP retail
customers;

» access for TEP retail customers to buy market priced generation services from ESPs beginning in 2000
{currently, no TEP customers are purchasing generation services from ESPs);

» transmission and distribution services would remain subject to regulation on a cost of service basis; and

* beginning in 2009, TEP’s generation would be market based and its retail customers would pay the market
rate for generation services.

Track A and Track B Pyoceedinqs

During 2002 and 2003; the ACC reexamined circumstances that had changed since it approved the Rules in 1999.
The outstanding issues were divided into two groups. Track A related primarily to the divestiture of generation assets
while Track B related primarily to the competitive energy bidding process.

Under the ACC's Rules, TEP and other utilities were required to divest their generation assets. TEP later requested a
waiver of the divestiture requirement. The Track A order granted TEP’s request and eliminated the divesture
requirement. As a result, generation assets remain at TEP. At the same time, the ACC ordered the parties, including
TEP, to develop a competitive bidding process and reduced the minimum amount of power to be acquired in the
competitive bidding process to only that portion not supplied by TEP’s existing resources.

The ACC Track B order defined the competitive bidding process TEP must use to obtain capacity and energy
requirements. The Track B order did not address TEP's purchased power or asset acqu:sntlons occurring subsequent
to the 2003 competitive solicitation.

2004 General Rate Case Information

In June 2004, as required by the Settlement Agreement, TEP filed general rate case information with the ACC. TEP's
filing did not propose any change in retail rates and, under the terms of the Settlement Agreement, no rate case filed
by TEP through 2008 may result in a net rate increase. However, absent the restriction on raising rates, TEP believes
that the data in its filing would have justified an increase in retail rates of 16%.

The general rate case information used a historical test year ended December 31, 2003 and established, based on
TEP's standard offer service, that TEP was experiencing a revenue deficiency of $111 million. None of the intervenor
testimony filed proposed any decrease to TEP’s rates. Testimony filed by the ACC Staff, Residential Utility Consumer
Office and Arizonans for Electric Choice and Competition indicated revenue deficiencies for TEP of $67 million, $32
million and $38 million, respectively. In 2005, the ALJ issued a procedural order suspending the remaining testimony
filing deadlines and hearing in the 2004 rate review.
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TEP Testimony _

[

In August 2006, TEP filed testtmony in the ACC proceedlngs to review the Settlement Agreement
-TEP’s testimony states its belief that it is entitled to charge market based generatton service rates in: 2009 and has

1 mcomplted with |ts obltgatlons under,the Settlement Agreement Cz, T A
TEP testtmony states that the Settlement Agreement prowded the terms and: condlttons by whtch TEP isto transmon
into the competitive electric marketplace. The rate’ impact of charging market based generation service rates in 2009
- would vary with market conditions which aré.influenced by the cost of natural gas. Assuming a natural gas cost of $7

" per MMBtu, which equates to a wholesale power price of approximately $60 per MWh, TEP’s average retail rate would

be expected to mcrease apprommately 23% over current rates if 2009 generatton service rates are market based

The Settlement Agreement requrred TEP to S|gntt” cantly change the way it conducted busmess Under the terms of the

- Settlement Agreement, TEP agreed to: (i)' rate reductions in 1999 and 2000; (i) a rate fréeze from July 1, 2000 through
December 31, 2008, taking all the risk of inflation ‘and cost increases; (iii) unbundied tariffed rates; (iv) accelerate
depreciation of certain generation-rélated assets; (v) offset the standard offer generation rate {Market Generation
Credit) by the amount of;the Floating Competmon Transition Charge; (vi) open its exclusivé service territory to-
competition for generation service; (vii) assume the volatility'and risk of market rates in 2009; and (vm) a'rate, check in
2004 when rates could not increase: but could actually decreaser - - S .

In the testtmony, TEP states that lf the ACC ar other parties to the Settlement Agreement seek to untlaterally change
the contract and order TEP back. to cost-of-service, which is a breach:that will force TEP to protect its rights in court
and seek an order, which may include am award for damages: TEP states that, if the ACC does not:honor the C
Settlement Agreement, does not agree to one of TEP's alternativé proposals, and orders that TEP's generatton service
rates will be based on traditional cost-of-service ratemaking without compensattng TEP for the financial impacts of the
Settlement Agreement, then TEP must (1) file. a rate case and (2) immediately fite a lawsuit to preserve its right to .

- declaratory relief and damages arising from:the ACC’s breach of the Settlement Agreement. TEP states that the-

f nancial |mpacts and costs dtrectly attrlbutable to the Settlement Agreement exceed $850 l‘TlI||I0n .o,

-k

In the testimony, TEP offered alternattves to chargmg market based generat:on service rates after December 31 2008

as descrlbed below

- The Market Phase l'n Proposal
TEP proposed a market rate phase in plan in the event that the ACC desnres to matntaln a competltwe wholesale
generatton market, but wants to mttrgate the. |mmed|ate impact of market rates. Elements of the. market rate phase-in
mclude - .

W N - IR

e« Acap would be set such that no: customer class would realtze an ll"lltlal rate increase in excess of 12% The
‘phase-in perlod would begin in 2009 last approxtmately four years and-then be fully market-based

-4
.

. TEP s current rates would remain frozen through the end of 2008; and’

e lmplementatlon of the new demand side management (DSM) renewable energy standard and tariff (REST)
: and ttme of use (TOU) programs and tariffs. [ IR P ' )

v - T 1

_The Cost of- Serwce (rncludlng Regulatory Asset and Energy Cost Adjustment Clause) Proposa! o

TEP's cost-of—sennce proposal presents a framework for returntng TEP to cost—of service regulatton for generation
service if the ACC determines that it will abandon the concept ofa competitive wholesale and retail generation market.
Elements of the proposal mclude :

. A new regulatory asset of $850 million-to be included in rate base will be created to compensate TEP for the
financial tmpacts and costs incurred in performtng under the Settlement Agreement -

-

. An energy cost adjustment clause (ECAC) to recover energy costs associated with servrng the incremental
.. . retail load above that filed.in |ts cost- of-serwce testyear, . = -

». Immediate filing of a cost—pf—servlce rate case in 2007.
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» Implementation of the new DSM, REST and TOU programs and tariffs; and
* Restore exclusivity of TEP's certificate of convenience and necessity.
The proposed ECAC would differ from some other purchase power ang fuel clauses in that it would not include any

fuel or purchased power price risks or plant operating risks associated with serving the test year portion of TEP's retail
load. Also, the ECAC would not be a straight pass through of purchased power costs to serve the incremental load. In

the event that TEP’s actual fuel and purchased power costs related to the incremental load exceeds the ECAC rate,

TEP would not be able to pass the “excess” costs through to customers. However, in the event that those costs are
less than the ECAC rate TEP would be entitled to retam those earnlngs . :

If the ACC adopts TEP s cost-of-service proposal and approves a new regulatory asset of $850 million and
implementation of the ECAC mechanism, TEP expects that |ts average retail rate in 2009 would increase by
approxrmately 26%-over current rates ) ) . ) : ' .

Renewable Energy Standard and Tarlff ‘ Lo ) v

In October 2008, the ACC approved new Renewable Energy Standard and Triff fules (REST rules) desrgned to

require TEP, UNS Electric and other affected utilities to generate or purchase at least 15% of their total annual retail
energy requirements from renewable energy technologies by 2025, with smaller amounts required in earlier years
starting when the REST tariff submitted by an affected utility is approved by the ACC. To provide an opportunity for full
recovery of the increased costs of meeting the more aggressive standard, the:adopted REST rules allow foranew = -
tariff to be implemented separate and apart from the existing Envircnmental-Portfolio Surcharge. The rules require
affected utilities to annually file with the ACC a REST tariff request with a REST‘implementation plan to recover the

cost of purchasrng or |nstaII|ng and operatmg the renewable resources. The tarlff amount is annually subject to ACC
approval. . o :

The REST rules require Utilities to file annual compliance reports outlining the,resutts of the renewable programs -
implemented the prior year, highlighting steps they are taking to meet the REST annual renewable energy ’
requirements. The REST rules adopted by the ACC must be certified by the Arizona Attorney General before taking
effect. As of February 23, 2007, the Attorney General had: not issued an opinion certifying the REST rules.

Western Energy Markets

As a participant in the Western U.S. wholesale power markets, TEP is directly and indirectly affected by changes in
market conditions and market participants. TEP ‘competes with other utilities, power marketers and independent - -
power producers in the sale of electric capacity and energy at market-based rates in the wholesale market.

At the end of 2008, electric generating capacity.in Arizona was approximately 25,600-MW, an increase of 61% since
2001. A majority of the growth is the result of 17.new or upgraded gas-fired generating units with a combined capacity
of approximately 9,700 MW. The completion of Springerville Unit 3 in 2006 provided 400 MW of new coal-fired
generation located in Arizona.

Market Prices
The average market pnce for around the clock energy based on the Dow Jones Palo Verde Index decreased in 20086,

as did the average price for natural gas based on the Permian Index. We cannot predict whether changes in various
factors that influence demand and supply will cause prices to change during 2007.
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v

Average Market Price for Around-the-Clock Energy $/MWh

Quarter ended December 31, 2006 b48 P .
Quarter ended December 31, 2005 g 78

. Year ended December 31, 2006 . N $50
Year ended December 31, 2005 . 5897

Average Market Price for Natural Gas ] $/MMBtu S )

Quarter ended December 31, 2006 $5.58 - ' '
Quarter ended December 31, 2005 ' 9.67 RO e
Year ended December 31, 2006 - . $6.05-. « - o S .

YearendedDecember31 2005 . : ) 7A7 - co ) v .

In addition to energy from its coal- f red facrlrtres TEP typically uses purchased power, supplemented by generation
from its gas-fired units, to meet the summer peak demands of its retail customers.” Some of these purchased power
_contracts are price.indexed to natural gas prices. Short-term and spot power purchase prices are also closely
correlated to natural gas prices. Due io its increasing seasonal gas and purchased power usage; TEP hedges a
portion of its total natural gas exposure from plant fuel and gas-indexed purchased power with fixed price contracts for
a maximum of three years. TEP cuirently has approximately 35% of this exposure hedged for the summer peak
period.of 2007 (June — September) at a weighted average price of $7.18'per MMBtu TEP purchases |ts remarmng

gas fuel needs and purchased power |n the spot and short-term markets - i .

-

Market prrces may also affect TEP 5 wholesale revenues. TEP commlts to future sales of energy as part of |ts ongoing
efforts to hedge its excess generation based on projectéd generation capability, forward prices and generation costs.
For the first quarter.of 2007, TEP has sold forward approximately 255,000 MWh at an average pnce of $70 per MWh,
which excludes on-peak hours in April through September. .

We expect the market price and demand for capacity and energy to continue to be influenced by factors including:
availability and price of natural gas; R
weather;
continued population growth in the Western U.S; . . T
economic conditions in the Western U.S.;
* availability of generatlng capacity throughout the Western us.;
- the extent of electrlc utility industry restructuring in Arizona, California and other Western states
Federal Energy Regulatory Commission (FERC) regulation of wholesale energy markets .
availability of hydropower; .
transmission constraints; and T
_ environmental regulations and the cost of compliance.

4 -

Coal Supply

On December 28, 2006 TEP entered into agreements for the purchase and transportation of coal to Sundt Unit 4
through 2008. The cost of coal and transportation under the agreements will increase approximately 60%, pnmanly
due to significantly higher rail costs. Based on these agreements, and increases.at other coal-fired plants we expect
TEP's total coal related fuel expense across all of its plants to increase by approxrmately $17. mrl]ron or 9% in 2007.

-

Emission Allowances

TEP has SO, Emission Allowances in excess of what is required to operate its genérating units. The excess results
primarily from a higher removal rate of SO, emissions at Springerville Units 1 and 2 folloWrng recent upgrades to
environmental plant components and related changes to plant operations. From time to time, TEP will sell a portion of
its excess SO, Emission Allowances. The table below summarizes sales made in 2005 and 2006, and fonNard sales
of SO, Emission Allowances, as of December 31, 2006

- . . 3
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Pre-tax Gain

Delivery Allowances Sold (millions)
2005 15,000 ' $13
2006 ' 10,000 7
2007 - . 10,000 8

i in addition to the allowances contracted to be sold in 2007, TEP expects to have approxumately 20, 000 excess SO,
| Emission Allowances through 2009,
I
|

Springervilte Units 3 and 4

Springerville Unit 3, which commenced commercial operation in July 2006, is a 400 MW coal-fired generating facitity
located at the same site as Springerville Units 1 and 2. Tri-State is leasing 100% of Unit 3 from a financial owner.
TEP allocates a portion of the fixed costs of the existing common facilities to the additional generating unit. TEP
operates Unit 3 and will receive annual pre-tax benefits of approximately $15 miflion in the form of transmission
revenues, rental payments and other fees and cost savings. As part of the project, Tri-State provided funding to
improve sulfur dioxide scrubbers, low-nitrogen oxide burners and other emission control upgrades for Units 1 and 2,
which were completed in 2005,

Salt River Project Agricultural Improvement and Power District (SRP) is purchasing 100 MW of capacity from Tri-State
under a.30-year power purchase agreement. In May 2006, SRP announced its intention to build Unit 4, a 400 MW
coal-fired generating facility at the same Springerville site. Construction of Unit 4 has begun and, under the terms of
existing regulatory permits, is required to be completed by December 31, 2009. Prior to Unit 4's completion, TEP may
be required, along with Tri-State, to exercise best efforts to find a replacement purchaser for SRP to purchase 100 MW
of capacity from Unit 3. If TEP and Tri-State are unable to find such a replacement purchaser, TEP would then
purchase 100 MW of output from Unit 4, beginning with the commercial operation of Unit 4. Given the current level of
wholesale power market prices, we believe it is unlikely that TEP would be required to find a replacement purchaser or
to purchase SRP’s 100 MW. '

LIQUIDITY AND CAPITAL RESOURéES -
TEP Cash Flows

During 2007, TEP expects to generate sufficient internal cash flows to fund most of its construction expenditures as
well as its operating activities, required debt maturities and dividends to UniSource Energy. Cash flows may vary
during the year, with cash flow from operations typically the lowest in the first quarter and highest in the third quarter
due to TEP's summer peaking load. As a result of the varied seasonal cash flow, TEP will use, as needed its
revolving credit facility to fund its business activities. )
The table below shows the cash available to TEP after capital expenditures, scheduled debt payments and payments
on capital lease obligations:

2006 2005 2004

' : -Millions of Dollars- ’
Net Cash Flows — Operating Activities (GAAP) ' $ 227 $ 243 - $275 ) .
Amounts from Statements of Cash Flows: ' )
less: Capital Expenditures - ' {156) {150) (129)
Net Cash Flows after Capital Expenditures (non-GAAP)* 71 93 146
Amounts from Statements of Cash Flows:

Less: Scheduled Repayments of Long-Term Debt - - (2)

Less: Retirement of Capital Lease Obligations (61) ‘ (53) {49)

Plus: Proceeds from Investment in Lease Debt 22 14 12
Net Cash Flows after Capital Expenditures and )
Required Payments on Debt and Capital Lease
Obligations (non-GAAP)* $ 32 $ 54 $ 107
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oo » ’ o . 2006 2005 ‘ 2004

Net Cash Flows — Operating Activities (GAAP) ' $ 227 $ 243 $ 275

Net Cash Flows — Investing Activities (GAAP) - oo 182y Y T (129) o {128) -
Net Cash Flows — Financing Activities (GAAP) ©(79) {174) {101)
Net Cash Flows after Capital Expenditures. (non—GAAP) Y A _ 93 146 °

Net Cash Flows after Capital Expenditures and ’ C L
Requrred Payments on Debt and Capital Lease . ., . .
“‘Obligations {non-GAAP)* T ‘32 54 Cf 107

%

* Net Cash Flows after Capital Expenditures and Net Cash Flows Available after Reguired Payments, both non-GAAP measures of liquidity, should
not be considered as alternatives to Net Cash Flows - Operating Activities, which is determined in accordance with GAAP as a measure of liquidity.
We believe that Net Cash Flows after Capital Expenditures and Net Cash Flows Available afier Required Payments provide useful information to
investors as measures of liquidity and our ability to fund our capital requrrements make reqmred payments on debt and capital lease obllgatlons
and pay dividends to UniSource Energy. .

Liquidity Outlook o

"As aresult of growmg capltal expendltures TEP may use its revolwng credit facmty on a more frequent basis. Other
funding sources to meet the capital requirements from TEP’s strong customer growth could include the | tssuance of
long-term debt as well as capital contributions from-UniSource Energy. The need for external funding sources is -
‘partially dependent on the outcome of TEP's rate-related proceedmgs

Operating Activities ‘ R R ’

In 2006, net cash flows from operating activities decreased by $16 million compared with the same period in 2005."
Net cash flows were impacted by:

2006 included: ST o S

» a $28 million increase in cash recelpts from electric retail and wholesale sales, net of fuel and purchased
" - energy costs, due primarily to retail customer growth -higher availability of excess power to sell into the
wholesale market; and the avallabrlrty of: Luna to offset some of TEP's purchased power reqmrements and -

+ a $16 million decrease in total interest paid due to Iower capital lease obligation balances, lower long- -term
debt balances and lower annual fees under the TEP credit agreement that was entered into in May 2005 and
amended in August 2006 -

¢« 2 $20 million increase 'in other cash recelpts ‘due primarily to' payments from Tri-State for fees and the
relmbursement of operatmg costs related to Sprlngerwlle Unlt 3; offset by

+ a$42million increass in income taxes paid due to a $31 million payment made to the IRS and ‘state authorities |
related to a notice of a proposed adjustment to previously filed tax returns and an increase in federal and state
.extension and estimated tax paymentS' '

« an'$11 million increase in O&M costs due prlmanly to operatlng costs at Luna and hlgher generatlng plant
maintenance costs;

o an $8 million decline in proceeds from the sale of excess emission allowances;

"+ _a 34 million increase in taxes other than incomé taxes; and

a $3 million increase in wages paid.
2005 included:
¢ 311 million of interest received from UniSource Energy related to an inter- company note repaid in the f rst

quarter of 2005.
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Investing Activities

Net cash used for investing activities was $53 million higher in 2006 compared with 2005 primarily due to:

* a $9 million increase in proceeds from investments in Springerville Lease Debt; offset by

a $6 million increase in caplta! expenditures related to TEP's share of the construchon costs of-
Luna and growth and maintenance of TEP's electric system; and

TEP's purchase of a 14% equity mterest in Springerville Unit 1 Lease, which represents approx1mately 53 MW
of capacity.

Capital Expenditures

TEP's forecasted capital expenditures are summarized below:

Category - 2007 ° 2008 2009 2010 2011
-Millions of Dollars-
Transmission, Distribution and Other Facilites  $144 $149 $120 $183 %184

Generation Facilities 36 47 67 - 33 98.
Environmental . 18 42 8 8 10 .
Total $198 . $238 %195 - $224 3292 .

Capital expenditures for TEP of $855 million for 2007 through 2010 are expected to be $216 million, or 34% higher
than our 2005 forecast, This increase is the result of several factors including: strong customer growth; higher material
and construction costs; the need to increase high-voltage transmission capacity into TEP’s service territory; the
reinforcement and expansion of distribution lines; and environmental upgrades to generating facilities.-

These estimated expenditures include costs for TEP to comply with current federal and state environmental
regulations. These estimates do not include the costs to construct the proposed Tucson to Nogales, Arizona
transmission line. All of these estimates are subject to continuing review and adjustment. Actual construction
expenditures may be different from these estimates due to changes in business conditions, construction schedules,
environmental requirements, and changes to TEP's business arising from retail competition. TEP plans to fund these
expenditures through internally generated cash flow.

Tucson to Nogales Transmission Line

If all regulatory approvals are received, the future costs to construct the transmission line from Tucson to Nogales,
Arizona is expected to be approximately $35 million. Through December 31, 2006, approximately $11 million in land
acquisition, engineering and environmental expenses have been incurred on this project. If the required approvals are
not received, TEP may be required to expense a portion of the costs that have been capitalized related to the project,

. propose alternative methods to the ACC for improving reliability and spend additional amounts to implement such
alternatives. :

In addition to TEP’s forecasted capital expenditures for construction, TEP's other capital requirements include its
required debt maturities and capital lease cobligations. See Note 8 of Notes to Consolidated Financial Statements -
Debt, Credit Facilities, and Capital Lease Obligations.

Investments in Springerville Lease Debt and Equity

-

At December 31, 2006, TEP had $181 million of investments in lease debt and equity on its balance sheet. The yields
on TEP's investments in Springerville Lease Debt, at the date of purchase, range from 8.9% to 12.7%. The table
below provides a summary of the investment balances in lease debt,
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Lease Debt Investment Balance

; Leased Asset Lot .. .." December 31, 2006 ‘December 31, 2005 . .
R "~ In Millions - , o
Investments in Lease Debt L . ] } .. . ’
*" Springerville Unit 1 ' ’ ‘ o %81 - _._$ 91 -
Springerville Coal Handling Facilities - 52 ' 65 .
Total Investment in Lease Debt -~ ..,. .. .. $133 . -, %156 .. h

» . - .
- L . At
N L

7 See Note 8 of Notes fo Consohdated Fmancral Statements Debt Cred;t Facrhtres and Caprta! Lease Obhgatrons

e

H ;_ . I . . . 3 Ll N . R [ . e !
Flnancmg Activities
I ! L) N - Y :

Net cash used for financing actlwtles was $95 mllllon Iower in 2006 cornpared wrth 2005 The, fol!owmg factors
contnbuted to the decrease: -

e

R

2006 included: _ - . L

P i A -
,ve @ $30 mlllron increase in net proceeds from borrowmgs under the TEP Revolwng Credlt Fac:llty, offset by

- . .

» a $16 mrlhon mcrease in dwrdends pald to UmSource Energy; and

te an $8 million mcrease |n scheduled payments made on capltal Iease obltgatlons
4" to.

12005 included: N RIS e
« a$1i0 mi!lion equity investment by UniSource Energy' and |

. $95 ml||I0l"| from UmSource Energy asa repayment for an mter—company Ioan offset by

] L . s (LR

a

Cooe $282 million to repay long- term debt; - ERe e

. $5 m|II|on for debt i Issuance and retlrement costs

-t oY . PR

+

E v SRS LT TR L._‘r . . .
At December 31, 2006 there were; $30 mllllon in outstandlng borrowmgs under the TEP Revol\nng Cred|t FaC|I|ty )
e w P N
TEP Credlt Aqreement B Lo SR ‘
VL DI * ) : S '
In August 2006 TEP amended and restated |ts existing credit agreement (TEP Credit Agreement). The amendment
reduced the interest rate and fees payab!e on TEP's borrowings and letters of credit,-increased the amount of its’

" revolving credit facility to $150 million from $60 million, and extended thé maturity to August 2011 from May 2010. In
- addition to the revolving credit facility, the TEP.Credit Agreement includes a $341 million letter of credit facility which
supports $329 million of tax- exempt vanable rate bonds The TEP Credlt Agreement is secured by $491 m|II|on of

1992 Mortgage Bonds.” :

At ) . R XYM

'_ln'terest rates and fees under the TEP Credit Agreement are based on a pricing grid tied to TEP's credit ratings. Letter
of credit fees are 0.55% per. annum ‘and amounts drawn-under a letter of credit would bear interest at LIBOR plus

’0.55% per annum. TEP has the option of paymg interest on borrowings under the revolvnng credit facility at LIBOR
plus 0. 55% or the greater of\the federal funds rate ptus 0. 5% or the agent bank s reference rate: - )

1.,._‘. » . . [ .

The TEP Credrt Agreement restricts addltlonal mdebtedness Ilens sale of assets and’sale- Ieaseback agreements
~The TEP Credit Agreement also requires TEP to'meet a minimum cash coverage ratio and a maximum Ieverage ratio.
If TEP complies'with the terms of the TEP.Credit Agreement it may pay dividends to Uanource Energy As of

December 3 ~2006 TEP was in. compllance with the' terms of the TEP Credlt Agreement e j

+

- -, If an'event of default occurs the TEP Credit Agreement may become immediately due and payable An event of
- “default includes failure to make required payments under the TEP Credit Agreement; change in control as defi ned
" failure of TEP or certain subsidiaries to make payments or default on debt greater than $20 million; or certain -

- bankruptcy events at TEP or certain subsidiaries. .
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Springerville Common Facilities Leases

In 1985, TEP sold and leased back its undivided one-half ownership interest in the common facilities at the
Springerville Generating Station. TEP refinanced the lease debt totaling $68 million in June 2006. Interest is payable
at LIBOR plus 1.5% for the next three years with the spread over LIBOR increasing every three years thereafter to 2%
by June 2018. Prior to the refinancing, the interest rate was LIBOR plus 4%. The refinancing had no impact on the
Springerville Common Facilities capital lease obligation or asset.

A portion of the rent payable by TEP pursuant to the Springerville Common Facilities Leases is determined by the
amount of interest payable on the floating rate lease debt. On June 8, 2006, TEP entered into an interest rate swap to
hedge a portion of the interest rate risk associated with the portion of rent determined by the interest rate on this debt.
This swap has the effect of fixing the interest rate portion of rent at 7.27% on $37 million of the lease debt.

The LIBOR rate in effect on December 31, 2006 was 5.63%, and 3.68% on December 31, 2005, which resulted in a
total interest rate on the lease debt of 7.13% at December 31, 2006, and 7.68% at December 31, 2005.

inter-Company Note from UniSource Energy

In March 2005, UniSource Energy repaid to TEP a debt obligation in the principal amount of $95 million plus accrued
interest of $11 million. TEP used the proceeds during May 2005 to redeem or repurchase certain of its existing debt
through tender offers and redemptions. See Bond Repurchases and Redempiions, below.

Capital Contribution from UniSource Energy

In May 2005, UniSource Energy made a $110 million capital contribution to TEP. TEP used the'proceeds during May
2005 to redeem or repurchase certain of its existing debt through tender offers and redemptions. See Bond
Repurchases and Redemptions, below.

Bond Repurchases and Redemptions

TEP made a sinking fund payment of $1 miillion on its 6.1% 1941 Mortgage IDBs in January 2005. In March 2005,
TEP redeemed at par the remaining $31 million of its 6.1% 1941 Mortgage {DBs due in 2008, as well as the remaining
$21 million of its 7.5% 1941 Mortgage IDBs due in 2006. ‘

In May 2005, TEP used the proceeds from the repayment of the note from UniSource Energy and the capital
contribution from UniSource Energy to purchase $147 million of its 1997 Pima Series B and $74 million of its 1997
Pima Series C fixed-rate tax-exempt bonds (Repurchased Bonds) at a price of $101.50 per $100 principal amount. In
May 2005, TEP redeemed at par the remaining $4 million of bonds outstanding under those series. TEP does not
currently plan on canceling the Repurchased Bonds, which will remain outstanding under their respective indentures;
however, the Repurchased Bonds will not be presented in our financial statements. TEP may choose to resell the
Repurchased Bonds to third parties or cancel them in the future. .

Mortgage Indentures

In June 2005, TEP terminated its 1941 Mort.gage (formerly known as its First Mortgage). TEP’s remaining mortgage is
its 1992 Montgage (formerly known as its Second Mortgage). -

TEP's mortgage indenture creates a lien.on and security interest in most of TEP's utility plant assets. Springerville
Unit 2, which is owned by San Carlos Resources Inc., a wholly-owned subsidiary of TEP, is not subject to this lien and
security interest. TEP's mortgage indenture allows TEP to issue additional mortgage bonds on the basis of {1) a
percentage of net utility property additions and/or (2) the principal amount of retired mortgage bonds. The amount of
bonds that TEP may issue is also subject to a net earnings test under the indenture.

TEP's Credit Agreement, which totals $491 million and is secured by 1992 Mortgage Bonds, limits the amount of
mortgage bonds that may be outstanding to no more than $840 million. At December 31, 2006, TEP had a totaf of
$629 million in outstanding mortgage bonds, consisting of $491 million in bonds securing the TEP Credit Agreement,
and $138 million in bonds securing the 7.50% Collateral Trust Bonds due in 2008. Although the 1992 Mortgage would
allow TEP to issue additional bonds, the limit |mposed by the TEP Credit Agreement is more restrictive and is currently
the governing limitation.
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' Téx-Exele Local Furnishing Bonds

TEP has financed a substantial portion of utility plant assets with industrial development revenue bonds issued by the

" Industrial Development Authorities of Pima County and Apache County. The interest on these bonds is excluded from
gross income of the bondholder for federal tax purposes. This exclusion is allowed because the facilities qualify as
“facilities for the local furnishing of electric energy” as defined by the Internal Revenue Code. These bonds are
sometimes referred to as “tax-exempt local furnishing bonds.” To qualify for this exclusion, the facilities must be part of
a system providing electric service to customers within not more than two contiguous counties. TEP provides electric
-service 1o retail customers in the City of Tucson and certain other portlons of Pima County Arizona and to Fon

- Huachucain contlguous Cochise County, Anzona -

TEP has financed the following facullties in whole or in part with the proceeds of tax-exempt Iocal furnishing bonds:
Springerville Unit 2, Sundt.Unit 4, a dedicated 345-kV-transmission line from Springerville Unit 2 to TEP's retail service
area (the Express Line), and a portion of TEP’s local transmission and distribution system in the Tucson. metropolitan
area. As of December 31, 2006, TEP had approximately $359 million of tax-exempt local furnishing bonds
outstanding. Approximately $257 million in principal amount of such bonds financed Springerville Unit.2 and the
Express Line. In addition, approximately $38 million of remaining lease debt related to the Sundt Umt 4 lease
obllgatlon was issued as tax-exempt local furnlshlng bonds. | .

Various events might cause TEP to have to redeem or defease some or éll of these bonds:

formation of a regional transmission organization (RTO) or independent system operator (1SO);

asset divestiture; . ) .

changes in tax laws; or

changes in system operations. . : -

TEP believes that its qualification as a local furnishing system should not be lost so long as (1) the RTO or iSO would
not change the operation of the Express Line or the transmission facilities within TEP's local service area, (2) the RTO
or ISO allows pricing of transmission service such that the benefits of tax-exempt financing continue to accrue to retail
customers, and (3) energy produced by Springerville Unit 2 and TEP's local generating units continues to be
consumed in TEP's local service area. However, there is no assurance that such qualification can be maintained. Any
redemption or defeasance of these bonds wouldlikely requnre the issuance and sale of higher cost taxable debt
secunlles in the same or a greater amount. .

Capltal Lease Obllgatlons ‘ - ’ . ) . . . - Lo N -
At December 31, 2006, TEP had $647 million of total capital lease obligations on its balance sheet. The table below

provides a summary of the outstanding lease amounts in each of the obligations.

. " Capital Lease Obligation Balance -
Leased Asset ' at December 31,2006 = -. . Expiration

. - In Millions -
Springerville Unit 1 ‘ $381 2015
Springerville Coal Handling Facilities - -. 112 - o 2015
Springerville Common Facilities - _ 107 . - ‘ 2020
- Sundt Unit 4 -, o . 46 . .- 20m : S
Other Leases - ' 1 2008 . -
Total Capllal Lease Oblugatlons $647

Except for TEP 3 14% equity ownershlp in the Springerville Unlt 1 Leases and its 13% equity ownership in the

~ Springerville Coal Handling Facilities, TEP will not own these assets at the expiration of the leases. TEP may renew
the leases or purchase the leased assets at such time. The renewal and purchase options for Springerville Unit 1 and
Sundt Unit 4 are generally for fair market value as determined at that time, while the purchase price option is fixed for
the Springerville Coal Handling Facilities and Common Facilities. See UniSource Energy, Contractua! Obligations,
footnote (3), for more mformatlon about the fixed purchase price amounts.
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Contractual Obligations

The following charts display TEP S contractual obligations as of December 31, 2006 by maturity and by type of
obligation.

TEP's Contractual Obligations
- Millions of Dollars -.

2012

Payment Due in Years ‘ = : and.
Ending December 31, 2007 2008 2009 2010 211 after Total
Long-Term Debt:
Principal - - % - -%138 % - § - § 329 $ 355 §$ 822
Interest’ - 46 48 35 36 3 363 557
Capital Lease Obligations: . . T '
Springerville Unit 1 83 -~ 8 30 57 -+ 83 401 736
Springerville Coal Handling 24 18 15 - 17 19: 101 194
Sundt Unit 4 12 12 13 14 o - 51
Springerville Common 6 6. - 6 6 - 6 148 178
Operating Leases 1 1 1 1 - - 4
Purchase Obligations: < T . i ‘
Coal and Rail Transporiation 89 89 80 80 42 242 622
Purchase Power 3 . - - - - - 3
Gas 3 3 - - - - -6
Other Long-Term Liabilities: ' '
Pension & Other Post ' .
-Retirement Obligations 13 4 4 5 5 30 61
San Juan Pollution Control : . . : .
Equipment 17 . M 7 - - - 65

Acaquisition of Springerville .
Coal Handling and Common ' : -
-_Facilities - - - - - 226 226

Total Contractual Cash Obligations  $ 297 $440 $ 191 $ 216 3 515 - $1,866 $3,525.

See UniSource Energy Consolidated, Liquidity and Capital Resources, Contractual Obligations, above, for a
description of these obligations.

We have no other commercial commitments to report.

-

We have reviewed our contractual obligations and provide the following additional information:

+« TEP’s Credit Agreement contains pricing for its Revolving Credit Facility based on TEP’s credit ratings., A
change in TEP’s credit ratings can cause an increase or decrease in the amount of interest TEP pays on its
borrowings.

« TEP’s Credit Agreement contains certain financial and other restrictive covenants, including interest coverage
and leverage tests. Failure to comply with these covenants would entitle the lenders to accelerate the maturity
of all amounts outstanding. At December 31, 2006, TEP was in compliance with these covenants. See TEP
Credit Agreement, above. L

« TEP conducts its wholesale marketing and risk management activities under certain master agreements
whereby TEP may be required to post margin-due to changes in contract values, a change in TEP’s credit
ratings or if there has been a material change in TEP’s creditworthiness. As of December- 31, 2006, TEP has
not been required to post such credit enhancement. :

Dividends on Common Stock

TEP declared and 'paid dividends to UniSource Energy of $62 million in 2006, $46 miIIioﬁ in 2005 and $32 million in
2004.
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TEP can pay dlwdends if it maintains compliance with the TEP Credit Agreement and certain financial covenants. As

“of December 31, 2008, TEP was in complrance with the terms of the TEP Credit Agreement : SLE B

-~ - R - .t -

+ The Fedeéral Power Act states that dlwdends shall not be pald out of funds properly lnctuded in capltal accounts. ¢
Although the terms of the Federal Power Act are unclear, we. belleve that there is a'reasonable basis to pay dividends
from current year earnlngs .

4

'UNS GAS - A . SO : - ) e

_ RESULTS OF OPERATIONS - o T e

UniSource Energy formed two operatlngi compames UNS Gas and UNS Electric, to acquire the Arizona électric and

‘gas assets from Citizens in’ 2003 as weIl as.an mtermedlate holdlng company, UES to hold the common stock of UNS
:-Gas and UNS Electric., -"." . :

- — . .
v T - . . N . ”

T UNS Gas reported netiincome of $4 mrlhon in 2006 $5 m|II|on in 2005 and $6 mllllon in 2004 We expect operatlons

- at UNS Gas to vary with the $easons, wnth peak energy usage occurnng in the wmter months.

-

As of December 31 2006 UNS Gas had approxrmately 145,000 retail customers a 5% increase from last year The .
table below shows UNS Gas’ therm sales and revenues for 2006, 2005 and 2004 . RIRCIE

G e St s . . v -

N LR T e .i;vo. .o Sales - . Revenues .
T e e S et 2006, 0 2005 0 2004 0 2006 - 2005 2004
N T “:Millions of Therms- -Millions of Dollars-

Retail Therm Sales: S . o

.. Residential .. .70, -89 . 71 . $96 $79 $76
Commercial = ,.- - -, 30 . 29 - 29 . 38 ...29. . 28
Industrial < - 3 o3 e 33, 2 2
Public Authorities N A 7 7 7 8 7 6

“Total RetallTherm Sales ) 110 7 - 108 1100 0 145 117 112
Transport’ ™ "%, 23t taret o L 3 '3 3
Negotiated Sales _— ‘ R T

Program (NSP) . . . 17 21 - 21 .12 16 - 12

. Total Therm Sales . : 150 . 156 - . 131 5160 $136 $127
Through a Negotrated Sales Program (NSP) approved by the ACC UNS Gas supplles natural gas to some of |ts targe
transportation customers. Approximately one half of the margin earned on these NSP sales is retained by UNS Gas
while the remainder benefits retail customers through a credit to the purchased gas adjuster (PGA) mechanism which
reduces the gas commodity. price. ‘See Factors Affecting Results of Operatrons Rates and Regtiation, Energy Cost
Adjustment Mechanism,; below

.n

The table below provides summary financial information for UNS Gas. S ' '

e . 2006. - ~2005 2004

L e e L L TaTT , -Millions of Dollars-
Gas Revenuess.. . « .= - . L Lo .$160" $13 . §127.
Other Revenues . ... .. et s 2 . 2 -2
Total Operating Revenues 162- - 138 ' 128
Purchased Energy Expense . 114 91 .. 82
- Other Operations and Maintenance Expense 25 23, 23 .
Depreciation and Amortization . 7 7 . - 5 .
Taxes other than Income Taxes =~ - - .3, 3 . .3 ‘
Total Other Operating Expenses 149 124 13 . .
. Operating Income : 13 - 14 © 16 v
Total Other Income ‘ . R 1 -
Total Interest Expense _ E -7 . 6 6
Income Tax Expense ) -3 3 © 4
Net Income ° ' ’ $ 4 $ 5 $ 6
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Retail therm sales were 2% higher in 2006.due primarily to customer growth. In 20086, retail revenues increased $24
million and purchased energy expense increased $23 million, due primarily to the PGA surcharge increase, which
became effective in November 2005. See Factors Affecting Results of Operations, Rates and Regulatron Energy,
Energy Cost Adjustment Mechanism, below. N

FACTORS AFFECTING RESULTS OF OPERATIONS

Rates

Energy Cost Adiustrhent Mechanism

UNS Gas'’ retail rates inctude a PGA mechanism intended to address the volatility of natural gas prices and allow UNS
Gas to recover its actual commadity costs, including transportation, through a price adjustor. The difference between
UNS Gas' actual gas and transportation costs and the cost of gas and transportation recovered through base rates are
deferred and recovered or repaid through the PGA mechanism.

The PGA mechanism has two components, the PGA factor and the PGA surcharge or credit. The PGA factor is a
mechanism that compares the twelve-month rolling weighted average gas cost to the base cost of gas, and
automatically adjusts monthly, subject to limitations on how much the price per therm may change in a twelve-month
period. The actual gas and transportation costs that are either under or over collected through the base rate of $0.40
per therm or $4.00 per MMBtu and the PGA factor are charged or credited to a balancing account (PGA bank). In the
twelve months ended December 31, 2006, the average PGA factor was approximately $0.33 per therm or $3.33 per
MMBtu.

The current annual cap on the maximum increase in the PGA factor is $0.10 per therm in a twelve-month period. As
part of its general rate case proceeding with the ACC, UNS Gas requested to remove the cap to allow for more timely
recovery of actual gas costs. See General Rate Case Fifing, below.

When the ACC-designated under or over recovery trigger points of $6.2 million and $4.5 million, respectivély, are met,
UNS Gas may request a PGA surcharge or credit with the goal of collecting or returning the amount deferred from or to
customers over a period deemed appropriate by the ACC.

On December 31, 20086, the PGA bank balance was over-collected by $2 million on the basis as billed to customers.
in December 20306, the ACC approved a proposal by UNS Gas that lowered the PGA surcharge to $0.05 per therm.
The $0.05 per therm PGA surcharge will remain in effect through April 2007. Based on current projections of gas
prices, UNS Gas believes that the lower surcharge amount will allow it to timely recover its gas costs and stili provide
rate refief to its customers,

Changes in the market pnce for gas, sales volumes and surcharge amount could significantly change the PGA bank
balance in the future,

General Rate Case Filing

UNS Gas' current rates have been in place since August 2003 and were designed to provide a 9.05% return on
original cost rate base of $118 million. As a resuit of increased growth in UNS Gas' service territory and the related
increase in capital expenditures and operating costs, such current rates are inadequate for UNS Gas to recover its
costs and earn a reasonable rate of return on its investment. In July 2006, UNS Gas filed a general rate case. Below
is a table-that summarizes UNS Gas' request:

Test year Year ended December 31, 2005
Original cost rate base $162 million

Revenue deficiency $10 million

Total rate increase {over test year revenues) 7%

Cost of debt 6.60%

Cost of equity ' 11.00%

Hypothetical capital structure 50% equity / 50% debt

Weighted average cost of capital 8.80%
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UNS Gas also requested modifications to its PGA mechanisrn to help address problems posed by volatile gas prices,
inappropriate price signals to customers and the potential for over or under collections to result in the accumulation of
-targe bank balances

In February 2007 ACC staff filed testlmony that’ rndlcated a revenue deficiency for UNS Gas of apprommately $5
“million; RUCQO's testimony indicated a revenue deficiency of approximately $2 million. : -, ’

The procedural schedule for the UNS Gas rate case is as follows:

Filing -. . L N L e Date

UNS Gas rebuttal testrmony co ‘ S March 9, 2007
ACC Staff & intervenor rebuttal testlmony T . March 30, 2007 .
UNS Gas rejoinder testimony . April 8, 2007
Heanng before ALJ : L Ap'ril'16 2007

UNS Gas expects the ACCto rule on its rate case in the second half of 200? Under the terms of the UES Settlement
Agreement, new rates cannot go into effect before August 1, 2007.

' LIQUIDITY AND CAPITAL RESOURCES

"quwdlty Outlook L ' Wt - e . .
UNS Gas’ capltal requirements-consist primarily of capital expenditures. In 20086, capital expenditures were $23
million: UNS Gas expects internal cash flows to fund its future operating activities and a large portion of its
construction expenditures. If natural gas prices rise and UNS Gas is not allowed to recover its projected gas costs or
PGA bank balance on a timely basis, UNS Gas may require additional funding to meet operating and capital
requirements. Sources of funding future capital expenditures could include draws.on the revolving credit facility,
additional credit lines, the issuance of long-term debt, or capital contribution from UniSource Energy. The need for’
external funding sources is partrally dependent on the outcome of UNS Gas general rate case that was filed i in July
2006.

. Operatlng Cash Flow and Capital Expenditures ] . - -,

The table below prowdes summary |nformat|on for operatlng cash ﬂow and capital expendrtures 7

2006 - 2005 -1 T 2004

: * ’ » ot -Millions of Dollars- :
Net Cash Flows Operatrng Activities - “$32 $14 . . 8§21
Capital Expendltures 23 23 - 19

Forecasted capital expenditures for UNS Gas are as follows: -

' 2007 2008 ~ 2009 ' 2010 - 2011
: ' - - Millions of Dollars -- S '
$33 . $27. - - $287' i $26 - - - . -

e

_UNS Gas $38 -

UNS Gas/UNS Electrlc Revolver _

In August 20086, UNS Gas and UNS Electric amended and restated their exrstlng unsecured revolving credit
agreement (UNS Gas/UNS Electric Revolver). The amendment reduced the interest rate payable on borrowings and,
upon ACC approval, will incréase the amount of the revolving credit facility to $60 mitlion from $40 million, and extend
the maturity from April 2008 to August 2011. Currently, either borrower may borrow up to a maximum of $30 'million,
but the total combined amount borrowed cannot exceed $40 million. Upon ACC approval of the increasein the UNS
Gas/UNS Electric Revolver, either.borrower may borrow up to ‘a maximum of $45 million so long as the combined -
amount borrowed does not exceed $60 million. The maiter is pending before the ACC. oo

UNS Gas is only liable for UNS Gas’ borrowings, and srmrlarly, UNS Electric is only Irable for UNS Electnc s
borrowings under the UNS GasfUNS Electnc Revolver UES guarantees the oblrgatrons of both UNS Gas and UNS
Electric.

.
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UNS Gas and UNS Electric have the option of paying interest at LIBOR plus 1.0% or the greater of the federal funds
rate plus 0.5% or the agent bank’s reference rate.

The UNS Gas/UNS Electric Revolver contains restrictions on additional indebtedness, liens, mergers and sales of
assets; it also contains a maximum leverage ratio and a minimum cash flow to interest coverage ratio for each
borrower. As of December 31, 2006, UNS Gas and UNS Electri were each in compliance with the terms of the UNS
Gas/UNS Electric Revolver.

If an event of default occurs, the UNS Gas/UNS Electric Revolver may become immediately due and payable. An
event of default includes failure to make required payments under the UNS Gas/UNS Electric Revolver, certain change
in control transactions, certain bankruptcy events of UNS Gas or UNS Etectric, or failure of UES, UNS Gas or UNS
Electric to make payments or default on debt greater than $4 million.

UNS Gas expects to draw upon the UNS Gas/UNS Electric Revolver from time to time for seasonal working capital
purposes and to fund a portion of its capital expenditures. As of February 23, 2007, UNS Gas had no outstandmg

. borrowings under the UNS Gas/UNS Electric Revolver,

Senior Unsecured Notes

UNS Gas has $100 million of senior unsecured notes outstanding consisting of $50 million of 6.23% Notes due in 2011
and $50 million of 6.23% Notes due in 2015 that are quaranteed by UES. The note purchase agreement for UNS Gas
restricts transactions with affiliates, mergers, liens, restricted payments and incurrence of indebtedness, and also
containg a minimum net worth test. As of December 31, 2006, UNS Gas was in compliance with the terms of its note
purchase agreement.

UNS Gas must meet a leverage test and an interest coverage test to issue additional debt or to pay dividends.
However, UNS Gas may, without meeting these tests, refinance existing debt and incur up to $7 million in shont-term
debt.

Contractual Obligations

UNS Gas Supply Contracts

UNS Gas has a natural gas supply and management agreement with BP Energy Company (BP). Under the contract,
BP manages UNS Gas' existing supply and transportation contracts and its incremental requirements. The initial term
of the agreement expired in August 2005. The agreement was automatically extended one year and will continue to
extend on an annual basis unless either party provides 180 days notice of its intent to terminate. No termination notice
has been tendered by either party. Prices for incremental gas supplied by BP will vary based upon the market prices
for the period during which the gas is delivered.

UNS Gas hedges its gas supply prices by entering into fixed price forward contracts at varicus times during the year to
provide more stable prices to its customers. These purchases are made up to three years in advance with the goal of
hedging at least 45% of the expected monthly gas consumption with fixed prices prior to entering into the month. UNS
Gas hedged approximately 48% of its expected manthly consumption for the 2006/2007 winter season (November
through March). Additionally, UNS Gas has approximately 36% of its expected gas consumption hedged for April
through October 2007, and 29% hedged for the period November 2007 through March 2008.

UNS Gas has firm transportation agreements with Ei Paso Natural Gas (EPNG) and Transwestern Pipeline Company
(Transwestern) with combined capacity sufficient to meet its load requirements.

UNS Gas currently has a transportation agreement with EPNG to serve its Northern and Southern Arizona service
territories. This agreement has specific contract volumes in each month and specific receipt point rights from the
available supply basins (San Juan and Permian), The average daily capacity rights of UNS Gas is approximately
655,000 therms per day, with an average of 1,095,000 therms per day in the winter season (November through
March). :

EPNG filed a rate case in 2005 with new, higher rates effective in January 2006, subject o refund. The rate case
participants reached a negotiated settlement and filed an agreement with FERC on December 6, 2006. FERC is
expected to take action on the settlement agreement in the first half of 2007. UNS Gas' contract with EPNG expires in
August 2011, with rights of first refusal for continuation thereafter.
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UNS Gas has capacity rights of 250,000 therms per. day on the-San Juan Lateral and Mainline of the Transwestern,
pipeline. The Transwestern pipeline principally delivers gas to the portion of UNS Gas' distribution system serving. -
customers in Flagstaff and Kingman, Arizona, and also delivers gas to UNS Gas’ facilities serving the Griffith Power
Plant in Mohave County. The current contract with Transwestern expires in February 2007. UNS Gas entered into a
new firm transportation contract with Transwestern through February 2012 with rights of first refusal for continuation
théreafter. The new capacity rights under this agreement are: 250,000 therms per day October through April; 15,000
therms per day in May; and 10,000 therms per day June through September )

'Transwestern fi Ied a rate case in October 2006 with new, higher rates to be effective | in Apnl 2007. The rate case
participants are attemptlng to negotlate a settlement prior to the new rates becommg effective.

. The aggregate annual minimum transportatlon charges are expected to be apprommately $9 mtlhon and $2 million for
the EPNG and Transwestern contracts, respectlvely These costs are passed through to our customers via the PGA.

Dividends on Common Stock - . T ‘ . L
The note purchase agre'ement for UNS'Gas contains restrictions'oh dividends. UNS Gas.may pay dividénds so long
. as (a) no default or event of default exists and (b} it could incur additional debt under the debt incurrence test. See
Senior Unsecured Notes, above. It is unlikely, however, that UNS Gas will pay dividends in the next few years due to
‘expected cash requirements for capital expenditures. .
-

UNS ELECTRIC

-RESULTS OF OPERATIONS ‘ T :-_ Coot L . S

. i

‘4 T i . 2.-“. & T . . . -
UNS Electric reported net income 0f $5'million -in- 2006 and 2005 and $4 millionin 2004 Slmrlar to TEP s operatlons, '

we expect UNS Electnc s operatlons to be seasonal in nature, with peak energy demand occurring in the summer
" months. : .

-x'- N "|_
0, -l >

- As.of December 3, 2006 UNS Electrrc had apprommately 93,000 retalt customers, a 4% increase from last year,
Retail kWh sales were 6% higher in 2006 due pnmanly to customer growth The table below shows UNS Electric's
-+ kWh sales and revenues for 2006, 2005 and 2004

. Sales - _Revenues

‘l 2006 2005 .. 2004 2006 2005 - 2004 -

o o —Mrlllons of kWh- o -M1lllons of Dollars—

Electric Retail Sales: IR R oo . R
Residential ~~ ~ ~ 7~ 804 v 745 o 692 '°  $ 81 $ 75 . $ 70. -~
Commercial -~ - CUe13 - 789 574 - 681 - 60 58"
Industrial - 191 182 194 « 15 - 13- 14

. Other 3 -3 -3 1 1 1
Total Electric Retail Sales 1,611 - 1,521 1463 $158 $149 -~ - $143
[ -"' }\" L . " % o
* " AL IR -: T - -
r AV VI
[ f
- - '. . 7 ;‘ . ‘._30_




The table.below provides summary financial information for UNS Elhectric.

2006 2005 2004

’ : : -Millions of Dollars-

Electric Revenues ; ‘ "$158 . $149 - $143
Other Revenues T ; ' ‘ L2 1 : 1
Total Operating Revenues ) 160 ° 150 © 144
Purchased Energy Expense _ ) 106 100 - . 96
Other Operations and Maintenance Expense - 26. 23 24
Depreciation and Amortization ' ' 1M 10 9
Taxes other than Income Taxes 4 4 3
Total Other Operating Expenses ) 147 137 132
Operating Income 13 13 12

Total Interest Expense 5 5 5
Income Tax Expense _ 3 3 ' 3
Net Income . $ 5 $ 5 $ 4

FACTORS AFFECTING RESULTS OF OPE-RATI.ONS' .
Competitidn

As required by the ACC order approving UniSource Energy’s acquisition of the Citizens’ Arizona gas and electric
assets, in 2003 UNS Electric filed with the ACC a plan to open its service territories to retail competition by December
31, 2003. The plan addressed all aspects of implementation. [t included UNS Electric's unbundled distribution tariffs
for both standard offer customers and customers that choose competitive retail access, as well as Direct Access and
Settlement Fee schedules. UNS Electric's direct access rates for both transmission and ancillary services would be
based upon its FERC Open Access Transmission Tariff. The plan is subject to review and approval by the ACC, which
has not yet considered the plan. As a result of the court decisions concerning the ACC's Rules, we are unable to
predict when and how the ACC will address this plan. See Tucson Electric Power Company, Factors Affecting Results
of Operations, Competition, above for mformatlon regarding the Arizona Court of Appeals decision.

Rates

Energy Cost Adjustment Mechanism

UNS Electric’s retail rates include a PPFAC, which allows for a separate surcharge or surcredit to the base rate for
delivered purchased power to collect or return under or over recovery of costs. The ACC has approved a PPFAC
surcharge of $0.01825 per kWh to recover transmission costs and the cost of the current full-requirements power
supply agreement with PWMT. :

General Rate Case’ F|_n_q ' _ - ‘ ' .

UNS Electric’s retail rates were tast adjusted in August 2003. As a result of mcreased growth in UNS Electric’'s service
territory and the related increase in capital expenditures and operating costs, such current rates are inadequate for
UNS Electric to recover its costs and earn a reasonable rate of return on its investment. In December 2006 UNS
Electric filed a general rate case. Below is a table that summarizes UNS Electric's request:

Test year . ) ' 12 months ended June 30, 2006
Original cost rate base $141 million

Revenue deficiency ' $8.5 million

Total rate increase (over test year revenues) 5.5%

Cost of long-term debt ‘ 8.2%

Cost of equity ' 11.8%

Actual capital structure 49% equity / 51% debt
Weighted average cost of capital 9.9%
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The procedural schedule for the UNS Electric rate case is as follows:

Filing' 3 Date.

ACC Staff and Intervenor testrmony June 28, 2007

UNS Electric rebuttal testimony August 14, 2007
ACC Staff and Intervenor surrebuttal - - August 24, 2007
UNS Electric rejoinder testimony " ‘ ) - August 31, 2007 -
Hearing before ALJ ) ‘ ) - September 10, 2007

UNS Electrie also requested the ACC to approve the ecquisition of the 90 MW BMGS combustion turbine project under
development by UED with a post test year rate base adjustment effective June 1, 2008.- The cost of the BMGS is
expected to cost $60 mllllon .

; .
UNS Electric expects’ the ACC to rule on its rate case in Iate 2007. Under the terms of the UES Settlement -
Agreement, new rates cannot go into effect before August 1, 2007.

UNS Electric also requested that a new PPFAC surcharge take effect when the current power supply agreement with
PWMT expires in May 2008. ' )

Renewable Energy Standard and Tarlff

See, Tucson Electric Power Company, Factors Affecting Resuits of Operations, Renewable Energy Standard'and
Tariff, above. '

.

LIQUIDITY AND CAPITAL RESOURCES
Liquidity Outlook . : ' - - Co . N .

UNS Electric's capital requirements consist primarily of capital expenditures.- In 2008; capital expenditures were $39
million. UNS Electric expects internal cash flows to fund its future operating activities and a portion of its construction
expenditures. Sources of funding future capital expenditures could include draws on the revolving credit facility,
additional credit lines, the issuance of Iong-term debt, or capital contributions from UniSource Energy. "The need for
external funding sources’is partially dependent on the outcome of UNS Electric’'s general rate case that was filed |n-
December 2006. - :

In June 20086, UmSource Energy contrlbuted $10 million of capltal to UNS Electrtc o

Operatlng Cash Flow and Caprtal Expendltures 2

The table below prowdes summary | information for operatmg cash flow and capltal expendrtures

. T 2006 + - 2005 ) 2004
S L4 ' -Millions of Dollars-+ - o )
Net Cash Flows — Operating Activities - %14 $21 $19 5
Capital Expenditures 39 30 19

To improve the reliability of service in Santa Cruz County, UNS Electric completed a 20 MW gas-fired combustion -
turbine at the Vatencia site in 2006, and plans to upgrade its existing 115 kV transmission line over time. The turbine
improves reliability while: the approval and permitting process for the 345 kV Tucson to Nogales transmission line
continues. In 2006, UNS Electric’ s capital expendltures mcluded $7 mrllron related to the turbrne

Forecasted capital expendrtures for UNS Electric are as follows

2007 2008 2009 2010 © 2011
' - Millicns of Dollars - ) .
UNS Electric $43 '$40 . %42 $27 ~ $34
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UNS Gas/UNS Electric Revolver

See UNS Gas, Liquidity and Capital Resources, UNS Gas/UNS Electric Revolver above for description of UNS
Electric’s unsecured revolving credit agreement.

UNS Electric expects to draw upon the UNS Gas/UNS Electric Revolver from time to time for seasonal working capital
purposes and to fund a portion of its capital expenditures. At February 23, 2007, UNS Electric had $25 million
outstanding under the UNS Gas/UNS Electric Revolver.

Senior Unsecured Notes

UNS Electric has $60 million of 7.61% senior unsecured notes outstanding due in 2008 that are guaranteed by UES.
The note purchase agreements for UNS Electric contain certain restrictive covenants, including restrictions on
transactions with affiliates, mergers, liens to secure .indebtedness, restricted payments, incurrence of indebtedness,
and minimum net worth. As of December 31, 2006, UNS Electric was in compliance with the terms of its note -
purchase agreement.

UNS Electric must meet a leverage test and an interest coverage test to issue additidhal debt or to pay dividends.
However, UNS Electric may, without meeting these tests, refinance existing debt and incur up to $5 million in short-
term debt

|
Contractual Obligations

UNS Electric Power Supply and Transmission Contracts

UNS Electric has a full requirements power supply agreement with PWMT, which expires in May 2008. The
agreement obligates PWMT to supply all of UNS Electric's power requirements at a fixed price per MWh. Payments
under the contract are usage based, with no fixed customer or demand charges. UNS Electric is in the process of
securing repfacement energy resources when its supply contract ends with PWMT in 2008.

During 2006, UNS Electric entered into various power supply agreements for periods of one to five years beginning in
June 2008. Certain of these contracts are at a fixed price per MW and others are indexed to natural gas prices. As of
December 31, 2006, UNS Electric estimates its future minimum annual payments under these contracts to be $27
million.

The new UNS Electric power purchase contracts are subject to master agreements whereby UNS Electric may be
required to post margin due to changes in contract values or if there has been a material change in creditworthiness.
As of December 31, 2006, UNS Electric had not been required to post such credit enhancement.

UNS Electric imports the power it purchases over the Western Area Power Administration's (WAPA) transmission
lines. UNS Electric's transmission capacity agreements with WAPA provide for annual rate adjustments and expire in
February 2008 and June 2011. The contract that expires in 2008 also contains a capacity adjustment clause. Under
the terms of the agreements, UNS Electric’s aggregated minimum fixed transmission charges are expected to be $12
million in 2007 through 2011. UNS Electric made payments under these contracts of $8 million in 2006 and $7 million
in 2005.

Dividends on Common Stock
The note purchase agreement for UNS Electric contains restrictions on dividends. UNS Electric may pay dividends so
long as (a) no default or event of default exists and (b} it coutd incur additional-debt under the debt incurrence test,

See Senior Unsecured Notes, above. It is unlikely, however, that UNS Electric will pay dividends in the next few years
due to expected cash requirements for capital expenditures.
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OTHER NON-REPORTABLE BUSINESS SEGMENTS

RESULTS OF OPERATIONS

The table below summarizes the income {loss) for the Other. non-repo}table segments in the [ast three years.

2006. 2005 . 2004
- Millions of Dollars -

UniSource Energy Parent Company . : $ (6) $ (6 § (5
Gains on Millennium Investments ’ . T - : 2 5 .
Losses on Millennium Investments {1) 3y - (4)
Millennium Investments - Net - {1) 1
UED S - - (1)
Total Other Loss From Continuing Operations ~$ (N $ (M . $ (5
Discontinued Operations — Net of Tax {2) {5) - (5
Total Other Net Loss % (9) % (12) $(10)

UniSource Energy Parent Company

UniSource Energy parent company expenses include interest expense (net of tax) related to the UniSource Energy
Convertible Senior Notes, the UniSource Credit Agreement and in 2004 and 2005 a note payable from UmSource :
Energy to TEP, which was repald in March 2005.

UED .

In 2006, UED purchased two electric generating turbines for $17 million. The turbines will be part of the 80 MW

BMGS, to be constructed in Kingman, Arizona, and, pending ACC approval is expected to provide energy to UNS

Electric. Construction is planned to begin during the third quarter of 2007 with an estimated completlon date of May
~2008. Including the purchase of the turbines, the total cost of the project is expected to be approxlmately $60 mtlllon

UED is financing the BMGS project with borrowings from UniSource Energy under an inter-company note payab!e At

December 31, 2006, there was $22 million outstanding and interest is payable quarterly at LIBOR plus 1. 25%.

]
-

In 2005, UED had _no_signiﬁcant operations.

In 2004, UED recognized an impairment loss on its note receivable from an independent power producer. As UED’s
_recovery of the note receivable from the entity is subordinated to the rights of others, UED wrote off the entire $2 -
million balance due on the note at the time that Haddington Energy Partners II, LP (Haddmgton) an investor in the
independent power producer, determlned that its mvestment was |mpa|red In 2004 UED’s net loss was $1 ml||l0I"|

Discontinued Operations — Global Solar

Global Solar recorded losses of $2 million in 2006, $5 million in 2005 and $5 million in 2004. On March 31, 2006,
Millennium completed the sale of its interest in Giobal Solar In these financial statements, UniScurce Energy
accounts for Global Solar asa dlscontlnued operatuon and recognlzes 100% of Global So!ar s losses.’

" FACTORS AFFECTING RESULTS OF OPERATIONS o "~
Millennium Investments

MEG is in the process of wmd:ng down its activities and does not expect to engage in any 5|gn|f cant new activities. As
of December 31, 2006, the fair value of MEG' s tradmg assets was $11 million and the falr value of MEG's trading -
liabilities was $5 million,

Nations Energy Corporation (Nations Energy), a wholly-owned subsidiary of Millennium, has been inactive since 2001.

As of December 31, 2006, and December 31, 2005, Nations Energy had a deferred tax asset of $3 million. related to
investment losses that has not been reflected on UniSourcé Energy’s consolldated income tax return,

-
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Millennium is in the process of exiting its remaining investments, At December 31, 2008, the book value of
Millennium’s investments was $28 million.

LIQUIDITY AND CAPITAL RESOURCES

Millennium made a $5 million dividend payment to UniSource Energy in February 2007 and is expected to make
additional dividend payments totaling $10 million to UniSource Energy during the first half of 2007.

In 20086, Millennium funded $2 million to Haddington under an existing commitment. In 2005, Haddington sold one of
its investments and Millennium received a $6 million distribution related to the sale. In 2004, Millennium received a $7
million distribution from Haddington related to the gain on a sale of one of its investments. Millennium’s remaining
commitment is $1 miltion to Valley Ventures.

In 20086, Millennium received the remaining payment of $5 million on a note receivable from a subsidiary of Mirant
Corporation and, in 2005, received a payment of $4 million. .

Millennium funded the remainder of its commitment to Infinite Power Solutions, Inc. (IPS) in 2006. Millennium owns
less than 10% of the equity of IPS. :

In 2005, Millennium received a $4 million payment from its investment in Carboelectrica Sabinas, S. de R.L. de C.V,,
(Sabinas) a Mexican limited liability company. The $4 million payment was treated as the return of capital and the
book value of the investment in Sabinas was reduced to approximately $14 million. Millennium owns 50% of Sabinas.
A $2 million payment due to Millennium in June 2006 was cancelled in exchange for payment by Mimosa, an affiliate of
Sabinas, for up to $2 million to obtain a valuation of the interest in coal reserves and associated gas held by Mimosa.
This evaluation is being performed under Millennium’s direction, primarily to determine the impact of current regulatory
changes in Mexico on the value of the Sabinas investment. We expect the evaluation to be completed in 2007.

UniSource Energy has ceased making loans or equity contributions to Millennium. We anticipate that the funding
required to fund Millennium’s remaining commitments will be provided only out of existing Millennium cash or cash
returns from Millennium investments. We believe such cash and returns will be adequate to fund Millennium's
remaining commitments.

CRITICAL ACCOUNTING ESTIMATES

In preparing financial statements under Generally Accepted Accounting Principles (GAAP), management exercises
judgment in the selection and application of accounting principles, including making estimates and assumptions.
UniSource Energy and TEP consider Critical Accounting Estimates to be those that could result in materially different
financial statement results if our assumptions regarding application of accounting principles were different. UniSource
Energy and TEP describe their Critical Accounting Estimates below. Other significant accounting policies and recently
issued accounting standards are discussed in Note 1 of Notes to Consolidated Financial Statements — Nature of
Operations and Summary of Significant Accounting Estimates.

Accounting for Rate Regulation

TEP, UNS Gas and UNS Electric generally use the same accounting policies and practices used by unregulated
companies for financial reporting under GAAP. However, sometimes these principles, such as the Financial
Accounting Standards Board’s (FASB) Statement of Financial Accounting Standards No. 71, Accounting for the Effects
of Certain Types of Regulation (FAS 71), require special accounting treatment for regulated companies to show the
effect of regulation. For example, in setting TEP, UNS Gas and UNS Electric’s retail rates, the ACC may not allow
TEP, UNS Gas or UNS Electric to currently charge their customers to recover certain expenses, but instead may
require that these expenses be charged to customers in the future. In this situation, FAS 71 requires that TEP, UNS
Gas and UNS Electric defer these items and show them as regulatory assets on the balance sheet until TEP, UNS
Gas and UNS Electric are allowed to charge their customers. TEP, UNS Gas and UNS Electric then amortize these
items as expense to the income statement as these charges are recovered from customers. Similarly, certain revenue
items may be deferred as regulatory liabilities, which are also eventually amortized to the income statement as rates to
customers are reduced.

The conditions a regulated company must satisfy to apply the accounting policies and practices of FAS 71 include:
« anindependent regulator sets rates;
o the regulator sets the rates to recover specific costs of delivering service; and
+ the service territory lacks competitive pressures to reduce rates below the rates set by the regulator.
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EP _ . - -
Upon approval by the ACC of a settlement agreement {Settlement Agreement) in November 1999, TEP discontinued
application of FAS 71 for its generation operations. TEP continues to apply FAS 71 to its cost based rate regulated
operations, which include the transmission and distribution portions of its business.

TEP's transmission and distribution regulatory assets, net of regulatory fiabilities, totaled $118 million at December 31,

2006. Regulatory assets of $61 million are not presently included in the rate base and consequently are not earning a

return on investment. These regulatory assets are being recovered through the cost of service or are authorized to be

collected in future base rates. TEP's transmission and distribution regulatory assets, net of regulatory I|ab|||t|es totaled
- $163 million at December 31, 2005. _

TEP regularly assesses whether it can continue to apply FAS 71 to its cost-based rate regulated operations. f TEP
stopped applying FAS 71 to its remaining regulated operations, it would write off the related balances of its regulatory
assets as an expense and its regulatory liabilities as income on its income statement. Based on the regulatory asset
balances, net of regulatory liabilities, at December 31, 20086, if TEP had stopped applying FAS 71 to its remaining .
regulated operations, it would have recorded an extraordinary after-tax loss of approximately $71 million. While
regulatory orders and market conditions may affect cash flows, TEP's cash flows would not be affected if it stopped
applying FAS 71 unless a regulatory order limited its abifity to recover the cost of its regulatory assets.

UNS Gas and UNS Electric

UNS Gas regulatory liabilities, net of regulatory assets, totaled $13 million at December 31, 2006 compared with
regulatory assets, net of regulatory fiabilities of $3 million at December 31, 2005. UNS Electric’s regulatory liabilities,
net of regulatory assets, totaled $12 million at December 31, 2006 and $7 million at December. 31, 2005. UNS Electric
has $11 million of regulatory liabilities and $1 million of regulatory assets that are not included in rate base. UNS Gas
and UNS Electric regularly assess whether they can continue to apply FAS 71 to their cost-based rate regulated
operations. If UNS Gas and UNS Electric stopped applying FAS 71 to their regulated operations, they would write off
the related balances of regulatory assets as an expense and regulatory liabilities as income on their income
statements. Based on the balances of regulatory liabilities and assets at December 31, 2008, if UNS Gas and UNS
Electric had stopped applying FAS 71 to their regulated operaticns, UNS Gas would record an extraordinary after-tax
gain of $8 million and UNS Electric would record an extraordinary after-tax gain of $7 million. UNS Gas and UNS
Electric’s cash flows would not be affected if they stopped applylng FAS 71 unless a regulatory order limited thelr
ability to recover the cost of their regulatory assets. . .

Accounting for Asset Retirement Obligations

Statement of Financial Accounting Standards No. 143: Accounting for Asset Retirement Obligations (FAS 143), issued
by the FASB, requires entities to record the fair value of a-liability for a legal obligation to retire an asset in the period in
which the liability is incurred. A legal obligation is a liability that a party is required to settle as a result of an existing or
enacted law, statute, ordinance or contract. A legal obligation can also be associated with the retirement of.a long-
lived asset whose timing and/or method of. settlement are conditional on a future event. We are required to record a
conditional asset retirement obligation at its estimated fair value if that fair value can be reasonably estimated. When
the liability is initially recorded, the entity should capitalize a cost by increasing the carrying amount of the related long-
lived asset. Over time, the liability is adjusted to its present value by recognizing accretion expense as an operating
expense in the income statement each period, and the capitalized cost is depreciated over the useful! life of the related
asset. Upon settlement of the liability, an entity either settles the obligation for its recorded amount or incurs a gain or
loss if the actual costs differ from the recorded amount. . . ‘

TEP

In 2003, TEP implemented FASB Interpretation No. 47, Accounting for Conditional Asset Retirement.Obligations (FIN
47). -The implementation of FIN 47 required TEP to update an existing inventory, originally created for the -
implementation of FAS 143, and to determine which, if any, of the conditional asset retirement obligations could be
reasonably estimated. The abilily to reasonably estimate conditional asset retirement obligations was a matter of
management judgment, based upon management’s ability to estimate a settlement date or range of settlement dates,
a method or potential method of settlement and probabilities associated with the potential dates and methods of
settlement of TEP's conditional asset retirement obligations. In determining whether its conditional asset retirement
obligations could be reasonably estimated, management considered TEP's past practices, industry practices,
management’s intent and the estimated economic life of the assets. The fair value of the conditional asset retirement
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obligations were then estimated using an expected present value technique. Changes in management's assumptions
regarding settlement dates, settlement methods or assigned probabilities could have a material effect on the liability
recorded by TEP at December 31, 2006 as well as the associated cumulative effect of the change in accounting
principie recorded. The liabilities associated with conditional asset retirement obligations will be adjusted on an
ongoing basis due to the passage of time and revisions to either the timing or amount of the original estimates of
undiscounted cash flows. These adjustments could have a significant impact on the Consolidated Balance Sheets and
Consolidated Statements of Income. For more information regarding the implementation and ongoing application of
FIN 47, see Notes 1 and 3 of Notes to Consolidated Financial Statements, Nature of Operations and Summary of
Significant Accounting Policies and Accounting Change: Accounting for Asset Retirernent Obligations.

Prior to implementing FAS 143, costs for final removal of all owned generation facilities were accrued as an additional
component of depreciation expense. Under FAS 143, only the costs to remove an asset with legally binding retirement
obligations will be accrued over time through accretion of the asset retirement obligation and depreciation of the
capitalized asset retirement cost. As of December 31, 2008, TEP had a liability of $4 million associated with its final
asset retirement obligations. ‘

TEP has identified legal obligations to retire generation plant assets specified in land leases for its jointly-owned
Navajo and Four Corners Generating Stations. The land on which these stations reside is leased from the Navajo
Nation. The provisions of the leases require the lessees to remove the facilities upon request of the Navajo Nation at
the expiration of the leases. TEP also has certain environmental obligations at the San Juan Generating Station. TEP
' has estimated that its share of the cost to remove the Navajo and Four Corners facilities and settle the San Juan
environmental obligations will be approximately $40 million at the date of retirement. No other legal obligations to
retire generation plant assets were identified.

In 2004, TEP, Phelps Dodge Energy Services, LL.C and PNM Resources, Inc. each purchased from Duke Energy
North America, LLC a one-third interest in a limited liability company which owns the Luna natural gas-fired facility in
Southern New Mexico. Luna is a 570-MW combined cycle plant and was placed into commercial operation in April
2006. The new owners assumed asset retirement obligations to remove certain piping and evaporation ponds and to
restore the ground to its original condition. TEP has estimated its share to settle the obligations will be approximately
$2 million at the date of retirement.

TEP has various transmission and distribution lines that operate under land leases and rights of way that contain end
dates and restorative clauses. TEP operates its transmission and distribution lines as if they will be operated in
perpetuity and would continue to be used or sold without land remediation. As a result, TEP is not recognizing the
costs of final removal of the transmission and distribution lines in the financial statements. As of December 31, 2006,
TEP had accrued $80 million for the net cost of removal for the interim retirements from its transmission, distribution
and general plant. As of December 31, 2005, TEP had accrued $75 million for these removal costs. The amount is
recorded as a regulatory liability. '

Amounts recorded under FAS 143 are subject to various assumptions and determinations, such as determining
whether a legal obligation exists to remove assets, estimating the fair value of the costs of removal, estimating when
final removal will occur, and the credit-adjusted risk-free interest rates to be used to discount future liabilities. Changes
that may arise over time with regard to these assumptions and determinations will change amounts recorded in the
future as expense for asset retirement obligations.

If TEP retires any asset at the end of its useful life, without a legal obligation to do so, it will record retirement costs at
that time as incurred or accrued. TEP does not believe that the implementation of FAS 143 will result in any change in
retail rates since all matters relating to the rate-making treatment of TEP’s generating assets have been determined
pursuant to the Settlement Agreement.

UNS Gas and UNS Electric

UNS Gas and UNS Electric have various transmission and distribution lines that operate under land leases and rights
of way that contain end dates and resterative clauses. UNS Gas and UNS Electric operate their transmission and
distribution lines as if they will be operated in perpetuity and would continue to be used or sold without land
remediation. As a result, UNS Gas and UNS Electric are not recegnizing the cost of final removal of the transmission
and distribution lines in the financial statements.

For the net cost of removat for interim retirements from transmission, distribution and general plant, UNS Gas accrued
$4 million as of December 31, 2006 and $3 million as of December 31, 2005. UNS Electric accrued $2 miliion as of
December 31, 2006 and $1 million as of December 31, 2005. The amounts are recorded as regulatory liabilities.

-37-




Pension and Other Postretlrement Benefit Plan Assumptlons

N .
4 o . 5 gt .

We record plan assets, obligations, and expenses related to pension and other postretlrement beneﬁt plans based on
actuarial valuations, which include key assumptions on discount rates, expected returns on plan assets, compensation
increases and health care.cost trend rates. These actuarial assumptions are reviewed annually and modified as
appropriate. The effect of modifications is generally recorded or amortized over future periods. We believe that the

. assumptions used in recording obligations under the plans are reasonable based on prior expenence market
conditions. and the:advice of plan actuanes o oo . '

TEP T

As a result of adopting FAS 158, Employers’ Accounting for Defined Benefit Pension and Cther Postretirement Plans,
in December 2006, TEP recognized the underfunded status of our defined benefit.pension and other postretirement
plans as a liability. The underfunded status was measured as the difference between the fair value of the plans assets
and the projected benefit obligation for pension plans or accumulated postretirement benefit obligation for other
postretirement benefit plans. We expect volatilily in the liability recognized in the balance sheet in future years as the
funded status of our plans can change significantly due to discount rate changes and investment and actuarial
experience. The adjustment required to recognize the pension liability on adoption of this statement resulted in-(i)
recognition of a regulatory asset of $32 million-representing a reasonable appropriation of the actuarial losses and

* prior service costs of TEP's pension plans that are probable of recovery in rates by its requlated operations in future
periods and (ii)-an-adjustment to accumulated other comprehensive loss of $17 million for our unregulated operations.
We recorded the required increase in our other postretirement benefit obligation as an adjustment to accumulated .
other comprehensive loss of $8 million as the ACC allows TEP, UNS Gas and UNS Electric to recover other
postretirement costs through rates only as benefit payments are made. Any change in the funded status of our plans
due to discount rate changes and investment and actuarial expenence will be recogmzed as an adjustment to
regulatory assets and other comprehensive income. -

TEP dlscounted nts future pension plan oblrgatrons at5. 9% at December 31, 2006 and 5.8% at December 31, 2005.
TEP discounted its other postretirement plan obligations at a rate of 5.6% at December 31, 2006, and 5.8% at
December 31, 2005. TEP determines the discount rate annuaily based on the rates currently available on high-quality,
non-caliable, long-term bonds. TEP looks to bonds that receive one of the two highest ratings given by a recognized
rating agency whose future cash flows match the timing and amount of expected future benefit payments. For TEP's
pension plans, a 25-basis point decrease in the discount rate would increase the projected benefit obligation (PBO) by
approximately $7 million.and the 2007 plan expense by approximately $1 million., A similar increase in the discount
rate would,decrease the PBO by approximately $8 million and the 2007 plan expense by approximately $1 million. For
TEP’s other postretirement benefit plan,'a 25-basis point change in the discount rate would increase or decrease the
accumulated postretirement benefit-obligation (APBO) by approximately $2 million. A 25-basis. po:nt change in the
discount rate would impact plan expense by approximately $0 1 million.

TEP calcutates the market-related value of plan assets. usmg the fair value of p!an assets on the measurement date.
TEP assumed that its plans' assets would generate a long-term rate of return of 8.3% at December 31, 2006 and 8.5%
at December 31, 2005. In establishing its assumption as to the expected return on plan assets, TEP reviews the
.plans’ asset allocation and develops return assumptions for each asset class based on advice from an investment
consultant and the plans’ actuary that includes both historical performance analysis and forward looking views of the
financial markets. Pension expense decreases as the expected rate of return on plan assets increases. A 25-basis
point change in the expected return on plan assets would |mpact pension expense in 2007 by less than $0 5 million.
“TEP used an |n|t|al health care cost trend rate of 9.0% in valumg its postretirement benef t obligation at December 31
2006. This rate reflects both market conditions and the plan’s experience. Assumed health care cost trend rates have
a significant effect on the amounts reported for health care plans. A 1% increase in assumed health care cost trend
rates would increase the postretirement benefit obligation by approximately $5 million and the related plan expense in
2007 by less than $1 million. A similar decrease in assumed health care cost trend rates would decrease the
postretirement benefit obllgation by approximately $4 mllllon and the: related plan expense in 2007 by less than $1
million. - v : b
TEP will.record pension expense of approximately $9 million and other postretirement benefit expense of $5 million
ratably through 2007. TEP will make required pension plan contributions of $10 million in 2007. TEP's other = |
postretirement benefit plan is not funded. TEP expects to make benef t payments to retlrees under the postretlrement
-beneft plan of approxlmately $3 m|ll|on in 2007. o .
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UNS Gas and UNS Eleciric

UNS Gas and UNS Electric discounted their future pension plan obligations using a rate of 5.9% at December 31,
2008 and December 31, 2005. For UNS Gas and UNS Electric’'s pension plan, a 25-basis point.change in the discount
rate would impact the benefit obligation and 2007 pension expense by less than $0.5 million. UNS Gas and UNS
Electric will record pension expense of $1 mllllon in 2007. UNS Gas and UNS Electric WI|| make a pension plan
contribution of $1 million in 2007. : -

UNS Gas and UNS Electric discounted its cther postretirement plan obligations.using a rate of 5.6% at December 31,
2006, compared with 5.8% at December 31, 2005. UNS Gas and UNS Electric will record postretirement medical
benefit expense and make benefit payments to retirees under the postretirement benefit plan of approximately $0.1
million in 2007

Accounting far Derivative Instruments, Trading Activities and Hedging Activities

A derivative financial instrument or other contract derives its value from ancther investment or designated benchmark.
TEP enters into forward contracts to purchase or sell a specified amount of capacity or energy at a specified price over
a given pericd of time, typically for one month, three months, or one year, within established imits to take advantage of
favorable market opportunities. in general, TEP enters into forward purchase contracts when market conditions
provide the opportunity to purchase energy for its load at prices that are below the marginal cost of its supply
resources or to supplement its own resources (e.g., during plant outages and summer peaking periods). TEP enters
into forward sales contracts when it forecasts that it has excess supply and the market price of energy exceeds its
marginal cost. A portion of TEP's forward contracts are considered to be normal purchases and sales and, therefore,
are not required to be marked-to-market. However, scme of these forward contracts are considered to be derivatives,
which TEP marks-to-market by recordlng unrealized gains and losses and adjusting the refated assets and liabilities on
a monthly basis to reflect the market prices at the end of the month. However, some of these forward contracts which
are derivatives satisfy the requirements for cash flow hedge accounting and the unrealized gains and losses are
recorded in Other Comprehensive Income, a component of Common Stock Equity, rather than being reflected in the
income statement. Derivative financial instruments can be accounted for under multiple methods depending upon
facts and circumstances, which can lead to variability in earnings.

TEP has a natural gas supply agreement, that expires in February 2007, under which it purchases its gas
reguirements for its generating units located in Tucson, Arizona at spot market prices. TEP also has agreements to
purchase power that are priced using spot market gas prices. These contracts meet the definition of narmal purchases
and are not required to be marked-to-market. In an effort to minimize price risk on these purchases, TEP enters into
commodity price swap agreements under which TEP purchases gas at fixed prices and simultaneously sells gas at
spot market prices. The spot market price in the swap agreements is tied to the same index as the purchases under
the natural gas supply and purchased power contracts, These swap agreements, which expire during the summer
months through 2009, were entered into with the goal of locking in fixed prices on at least 45% and not more than 80%
of TEP's expected summer monthly gas risk prior 1o entering into the month. The swap agreements are marked-to-
market on a monthly basis; however, since the agreements satisfy the requirements for cash flow hedge accounting,
the unreafized gains and Iosses are recorded in Other Comprehensive Income rather than being reflected in the
income statement.

In June 2006, TEP entered into an interest rate swap in order to reduce the risk associated with unfavorable changes
in variable interest rate payments related to changes in LIBOR. The swap has the effect of converting approximately
$37 million of variable rate lease payments for the Springerville Common Lease to a fixed rate. The swap is
designated as a cash flow hedge. The fair value of the interest rate swap is derived from models based on well
recognized financial principles, which provide a reasonable approximation of the fair value of the swap as of the °
valuation date. Other models can be used to estimate the fair value of the swap and these models, which may use
different assumptions or methods, may yield dlfferent results. At December 31, 20086, the fair value of the swap is a

- liabitity of $2 million.

TEP manages the risk of counterparty default by performing financial credit reviews, setting limits, monitoring
exposures, requiring collateral when needed, and using a standardized agreement, which allows for the netting of
current period exposures to and from a single counterparty.

UNS Gas does not currently have any contracts that are required to be marked-to-market. UNS Gas does have a -
natural gas supply and management agreement under which it purchases substantially all of its gas requirements at
market prices from BP Energy Company (BP). However, the contract terms allow UNS Gas to lock in fixed prices on a
portion of its gas purchases by entering into fixed price forward contracts with BP at various times during the year.
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This enables UNS Gas to provide more stable prices to its customers. These purchases are made up to three years in
advance with the goal of locking in fixed prices on at least 45% and not more than 80% of the expected monthly gas
consumption prior to entering into the month. These forward contracts,-as well as the main gas supply contract, meet
the defi n|t|on of normat purchases and therefore are not reqmred to be marked to-market. - . - v
UNS Electnc presently has a fuII reqmrements power supply agreement that enables it to meet its Ioad The
agreement expires May 31, 2008 and UNS Electric is in the process of replacing this energyresource. in order to.
reduce exposure to energy price risk resulting from the procurement of power, UNS Electric has entered intc forward
power purchase contracts for specified amounts of energy at specified.prices over a given period of time, within-
established limits. UNS Electric’s forward power purchase contracts meet the definition of a derivative and-are.

'+ marked-to-market by recording unrealized gains or losses and adjusting the related assets and liabilities on a monthly

basis to reflect the market prices at the end of the month. In December 2006, the ACC issued an order allowing UNS
Electric to record the unrealized net gains or losses as a regulatory asset.or regulatory liability. -

MEG, a wholly-owned subsidiary of Millennium, enters into swap agreements, options and forward contracts relating to
Emission Allowances. MEG marks its trading contracts to market by recording unrealized gains and losses and
adjusting the related assets and liabilities on a monthly basis to reflect the market prices at the end of the month. In
accordance with UniSource Energy’s intention to cease making capital contributions to Millenniurn, Millennium has

. significantly reduced the holdings and activity of MEG. MEG's activities consist of managnng a small number of
remaining posntlons WhICh are expected to close by early 2008. . ‘

The market prices used to determine fair-values for TEP, UNS Electric and MEG'’s derivative instruments at December
-31, 2006, are estimated based on various factors including broker quotes, exchange prices, over the counter prices
and time.value. For TEP's forward power sales contracts, a 10% decrease in market prices would result in an
increase in unrealized net gains-of $3 million, while a 10%-increase in market prices would result in a decrease in
unrealized net gains of $3 million. For TEP's forward power purchase contracts, a 10% decrease in market prices
would result in an increase in unrealized net losses of $3 million, while a 10% increase in market prices would result in
a decrease in unrealized net losses of $3 million. For TEP's forward power contracts that are accounted for as cash
flow hedges, a 10% decrease in market prices would result in'a $1 million increase in unrealized gains reported in
Other Comprehensive Income; while a 10%-increase in market prices would result in a $1 million decrease in
unrealized gains reported in Other Comprehensive Income. For TEP's gas swap agreements, a 10% decrease in
market prices would result in a $3 million increase in unrealized net losses reported in Other Comprehensive Income,
while a 10% increase in market prices would resultin a $3. million decrease in'unrealized net losses reported in Other
Comprehensive Income. For UNS Electric's forward power purchase contracts, a 10% decrease in market prices
would result in a decrease in unrealized net gains reported as a regulatory liability of $10 million, while a 10% increase
in market prices would resuit.in an.increase in unrealized net gains reported as a regulatory liability of $10 miilion. For
MEG’s remaining trading contracts,a 10% decrease in market prices or a 10% increase in market prices would be less
than $0.1. million. The unreatlzed gains and losses are reversed as contracts settle and realized galns orlosses are
recorded. : :

-Because of the complexity of derivatives, the FASB established a Derivatives Implementation-Group (DIG). To date,
the DIG has issued more than 100 interpretations to provide guidance in applying Statement of Financial Accounting
Standards No..133, Accounting for Derivative Instruments and Hedging Activities (FAS 133).. As'the DIG or the FASB
contirues to issue interpretations, TEP, UNS Gas and-UNS Electric may change the conclusions they have reached
and asa resutt the accounting treatment and financial staterment impact could change in the future -

See Market R:sks Commodfty Prfce Risk in Quantftatfve And Qualrtatrve D;sclosures About Market Risk, below.

§
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Unbilled Revenue — TEP, UNS Gas and UNS Electric

TEP’s, UNS Gas's and UNS Electric’s retail revenues include an estimate of MWhs/therms delivered but unbilled at
the end of each period. Unbiiled revenues are dependent upon a number of factors that require.management's
judgment including estimates of retail sales and customer usage patterns. The unbilled revenue is estimated by
comparing the estimated MWhs/therms delivered to the MWhs/therms billed to TEP, UNS Gas and UNS Electric retail
customers. The excess of estimated MWhs/therms delivered over MWhs/therms billed is then allocated to the retail
customer classes based on estimated usage by each customer class. TEP, UNS Gas and UNS Electric then record
revenue for each customer class based on the various bill rates for each customer class. Due to the seasonal
fluctuations of TEP’s actual load, the unbilled revenue amount increases during the spring and summer months and
decreases during the fafl and winter months. The unbilled revenue amount for UNS Gas sales increases during the fall
and winter months and decreases during the spring and summer months, whereas, the unbilled revenue amount for
UNS Electric sales increases during the spring and summer months and decreases during the fall and winter months.

Plant Asset Depreciable Lives — TEP, UNS Gas and UNS Electric

We calculate depreciation expense based on our estimate of the useful lives of our plant assets. The estimated useful
lives, and resulting depreciation rates used to calculate depreciation expense for-the transmission and distribution
businesses of TEP, UNS Gas and UNS Electric have béen approved by the ACC in prior rate decisions. Depreciation
rates for transmission and distribution cannot be changed without ACC approval.

The estimated remaining useful lives of TEP’s generating facilities are based on management's best estimate of the
economic life of the units. These estimates are based on engineering estimates, economic analysis, and statistical
analysis of TEP's past experience in maintaining the stations. Our generation assets are currently depreciated over
periods ranging from 23 to 70 years from the ongmal in-service dates.

During the second quarter of 2005, a study requested by the participants in the San Juan Generating Station was
completed which indicated San Juan's economic useful life had changed from previous estimates. As a result of the
study and other analysis performed, TEP lengthened the estimated useful life of San Juan from 40 to 60 years
beginning April 1, 2006. TEP’s annual depreciation expense related to San Juan decreased by $6 million as a result.

During the first quarter of 2004, TEP engaged an independent third party to review the economic estimated useful lives
of its owned generating assets in Springerville, Arizona. TEP then hired another independent third party to perform a
depreciation study for its generation assets, taking into consideration the newly determined economic usefu life for the
Springerville assets, and changes in generation plant life information used by the operators and other participants of
the joint power plants in which TEP participates. As a result of these analyses, TEP lengthened the useful lives of
various generation assets for periods ranging from 11 to 22 years in July 2004. Consequently, depreciation rates and
the corresponding depreciation expense have been revised prospectively to reflect the life extensions.  The annual
impact of these changes in depreciation rates was a reduction in depreciation expense of $9 million.

Deferred Tax Valuation

We record deferred tax liabilities for amounts that will increase income taxes on future tax returns. We record deferred
tax assets for amounts that could be used to reduce income taxes on future tax returns. We record a valuation
allowance, or reserve, for the deferred tax asset amount that we may not be able to use on future tax returns. We
estimate the valuation allowance based on our interpretation of the tax rules, prior tax audits, tax plannlng strategies,
scheduled reversal of deferred tax liabilities, and projected future taxable income.

At December 31, 2006, UniSource Energy had no valuation allowance. At December 31, 2005, UniSource Energy had
a valuation allowance of $7 million relating to net operating loss (NOL) carryforward amounts, The $7 million valuaticn
allowance balance at December 31, 2005, relates to losses generated by the Millennium entities. As a result of the
sale of Global Solar, the NOL and related valuation allowance were removed from the UniSource Energy consolidated
balance sheet. See Note 6 of Notes to Consolidated Financial Statements.

As of December 31, 2006 and December 31, 2005, UniSource Energy’s deferred income tax assets include $7 million
and $9 million, respectively, related to unregulated investment losses of Millennium. These losses have not been
reflected on UniSource Energy’s consolidated income tax returns. If UniSource Energy were unable to recognize such
losses through its consolidated income tax return in the foreseeable future, UniSource Energy would be required to
write off these deferred tax assets.
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NEW ACCOUNTING PRONOUNCEMENTS : - '

The FASB recently issued the following Statements of Financial Accounting Standards (FAS), FASB Interpretations
- (FIN), FASB Staff Positions (FSP), and-Emerging Issues Task Force Issues {EITF): ‘ P Do

N . . - . -

+

“EITF 06-3, How Taxes Collected from Customers and Remitted to Governmental Authorities Should Be
Presented in the tncome Statement (that.is, Gross versus Net Presentation), approved June 2006, requires

. that we disclose our accounting policy regarding presentation of taxes on either a gross (included in revenues
and costs) or a net (excluded from revenues) basis. Additionally, we must disclose the amounts of any taxes
reported on a gross basis in interim and annual financial statements. EITF 06-3 is effective for interim and
annual reporting periods beginning after Décember 15, 2006. See Note 6 of Notes to Consolidated Financial
Statements for our disclosures. o . . : -

FIN 48, Accounting for Uncertainty in Income Taxes — an interpretation of FAS 109, issued July 2006, requires
us to determine whether it is “more-likely-than-not" that a tax position will be sustained upon examination,
including resolution of any related appeals or litigation processes, based on the technical merits of the
position. Once it is determined that a tax position meets the more-likely-than-not recognition threshcld, the
position is measured to determine the amount of benefit to recognize in the financial statements.” Additionally,
FIN-48 requires disclosure of a rollforward of total unrecognized tax benefits. FIN 48 is effective for fiscal
years beginning after December 15, 2006. TEP recognized between $1 million'and $2 million of income as an
increase to Common Stock Equity on January 1, 2007 on the adoption of FIN 48. S

FAS 157, Fair Value Measurement, issued September 2006, defines fair value, establishes a framework for
measuring fair value, and expands disclosures about fair value measurements. FAS 157 clarifies that the
exchange price is the price in the principal market in which the reporting entity would transact for the asset or
fiability. We are required to disclose inputs used to develop fair value measurements and the effect of any of
our assumptions on earnings or changes in net assets for the period. FAS 157 is effective for financial
statements issued for fiscal years beginning after November 15, 2007, and interim periods within those fiscal
years. -We are evaluating the impact of FAS 157 on our financial statements, and will incorporate these

. additional disclosure requirements in our financial statements for the quarter ended March 31, 2008.

FSP AUG-AIR-1, Accounting for Planned Major Maintenance Activities, issued September 20086, prohibits the

use of the accrue-in-advance method of accounting for planned major maintenance activities effective in fiscal

years beginning after December 15; 2006. As we do not accrue planned major mainténance activities in

advance, we anticipate no impact on our financial statements from the adoption of this FSP.

. ' ’ . | .

FAS 158, Employers’ Accounting for Defined Benefit Pension and Other Postretirement Plans, issued |

- September 2006, requires recognition of the overfunded or underfunded status of a defined benefit
postretirement plan measured as the difference between the fair value of the plans assets and‘benefit
obligation. FAS 158 is effective for fiscal years ending after December 15, 2006. See Note 11 of Notes to
Consolidated Financial Statements for the incremental effect of adopting FAS 158. '

In the third quarter of 2006, the Pension Protection Act of 2006 was signed into law, which will be effective
January 1, 2008. The new law will affect the manner in which many companies, including UniSource Energy
and TEP, administer their pension plans. The legislation will require companies to increase the amount by
which they fund their pension plans, increase premiums to the Pension Benefit Guaranty Corporation for
defined benefit plans, amend plan documents and provide additional disclosures in regulatory filings and to
plan participants. We are currently assessing the impact it may have on our financial statements.

SAFE HARBOR FOR FoﬁWARp-E‘OOKINc STATEMENTS -

This Annual Report contains forward-looking statements as defined by the Private Securities Litigation Reform Act of
1995. UniSdurce Energy includes the following cautionary statements to make applicable and take advantage of the
safe harbor provisions of the Private Securities Litigation Reform Act of 1995 for any forward-looking statements made
by or for UniSource Energy in this Annual Report. Forward-looking statements include statements concerning plans,
objectives, goals, strategies, future events or performance and underlying assumptions and other statements that are
not statements of historical facts. Forward-looking statements may be identified by the use of words such as
“anticipates”, “estimates”, * (
time, we may publish or-otherwise make available forward-looking statements of this nature. All such forward-looking
statements, whether written or oral, and whether made by or-on behalf of UniSource Energy, are expressly qualified by

_42-

LT

expects”, “intends”, "plans”, “predicts”, “projects”, and similar expressions. From time to*




these cautionary statements and any other cautionary statements which may accompany the forward-looking
statements. In addition, UniSource Energy disclaims any obligation to update any forward-looking statements to
reflect events or circumstances after the date of this report.

Forward-locking statements involve risks and uncertainties, which could cause actual results or outcomes to differ
materially from those expressed in the forward-looking statements. We express our expectations, beliefs and
projections in good faith and believe them to have a reasonable basis. However, we make no assurances that
management's expectations, beliefs or projections will be achieved or accomplished. We have identified the following
impoitant factors that could cause actual resuits to differ materially from those discussed in our forward-looking

. statements. These may be in addition to other factors and matters discussed in other parts of this report'

1. Supply and demand conditions in wholesale energy markets mcludlng votahllty in market prices and illiquidity
in markets, are affected by a variety of factors, which include the ava||ab|||ty of generating capacity in the
Western U.S., including hydroelectric resources, weather, natural gas prices, the extent of utility restructunng
in various states, transmission constraints, environmental regulations and-cost of compliance, FERC
regulation of wholesale energy markets, and economic conditions in the Western U.S, :

2. Effects of competmon in retail and wholesale energy markets,
3. Changes in economic conditions, demographic patterns and weather conditions in our retail service areas.

4. Effects of restructurirtg initiatives in the electric industry and other energy-related industries,

5. The creditworthiness of the entities with which we transact business or have transacted business.

6. Changes affecting our cost of providing electric and gas service including changes in fuel costs, generating
unit-operating performance, scheduled and unscheduled plant outages, interest rates, tax laws, environmental
laws, and the general rate of inflation. .

7. Changes in governmental policies and regulatory actions with respect to financing and rate structures.

8. Changes affecting the cost of competlng energy alternatlves including changes in avallabie generatmg
technologies and changes in the cost of natural gas..

9. Changesin accounti‘ng principle'e or the application of such principles to our businesses.

.

10. C'habnges in the depreciabte lives of our assets.

11. Unantlmpated changes in future ||ab|lmes relating to employee benefit plans due to changes in market values
of retirement.plan assets and health care costs.

F

12. 'i'he outconﬁe of any ongoing or future Iitigation.

13. Ability to obtain financing through debt and/or equity issuance, which can be affected by various factors,
including interest rate fluctuations and capital market condmons .

QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Merket hisks

We are exposed to various forms of market risk. Changes in interest rates, returns on marketable secuntles and
changes in commodity prices may affect our future financial results.

For additional mformatlon concerning risk factors, mcludlng market risks, see Safe Harbor for Forward-Looking
Statements, above. .

Risk Management Committee

We have a Risk Manegemeht Committee responsible for the oversight of commodity pribe risk and credit risk related to
the wholesale energy marketing activities of TEP, the emissions and trading. activities of MEG, and the fuel and power
procurement activities at TEP, UNS Gas and UNS Electric. Our Risk Management Committee, which meets on a
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quarterly basis and as needed, consists of officers fram the finance, accounting, legal; wholesale marketing,
transmission and distribution operations, and-the generation operations departments of UniSource Energy.- To limit
TEP, UNS Gas, UNS Electric and MEG's exposure to commodity price risk, the Risk Management Commiittee sets
trading and hedging policies and limits, which are reviewed frequently to respond to constantly changing market
conditions. To limit TEP, UNS Gas, UNS Electric and MEG's exposure to credit risk, the Risk Management Committee
reviews counterparty credit exposure as well as credit policies and limits.

Interest Rate Risk

TEP is exposed to interest rate risk resulting from changes in interest rates on certain of its variable rate debt
obligations. At December 31, 2006 and 2005, TEP's debt included $329 million of tax-exempt variable rate debt. The
average interest rate on TEP’s variable rate debt (exctuding letter of credit fees) was 3.47% in 2006 and 2.48% in
2005. In June 20086, TEP refinanced variable rate lease debt totaling $68 million related to its Springerville Common
Facilities Leases. The notes underlying the leases mature in June 2017 and January 2020. The notes were amended
to provide that interest will be payable at LIBOR plus 1.5% for the next three years with the spread over LIBOR
increasing every three years thereafter to 2% by June 2018. Prior to the refinancing, the interest rate was LIBOR plus
4%. The interest rate in effect on the lease debt was 7.13% at December 31, 2006, and 7.68% at December 31,
2005. A 1% increase {decrease) in average interest rates would result in a decrease (increase) in. TEP’s pre-tax -
income by approximately $4 million.

A portion of the rent payable by TEP pursuant to the Springerville Common Facilities Leases is determined by the
amount of interest payable on the floating rate lease debt. On June 8, 2006, TEP entered into an interest rate swap to
hedge a portion of the interest rate risk associated with the portion of rent determined by the interest rate on this debt.
This swap has the effect of fixing the interest rate portion of rent at 7.27% on $37 million of the lease debt.

Marketable Secu'rities Risk

TEP is exposed to fluctuations in the return on its'marketable securities, which is comprised of investments in debt
securities. At December 31, 2006 and 2005, TEP had marketable debt securities with an estimated fair value of $139
million and $165 million, respectively. At December 31, 2006 and 2005, the fair value exceeded the carrying vatue by
$6 million and $9 million, respectively. These debt securities represent TEP’s investments in lease debt underlying.
certain of TEP's capital lease obligations. Changes in the fair value of such debt securities do not present a material
risk to TEP, as TEP intends to held these investments to maturity.

‘Commodlty Price RISk

We are exposed.to commodity pnce risk prrmar:ty refating to changes in the market price of eIectncuty natural gas, coal
and emlssmn allowances. . . _ . S

+

.TEP .

- Purchases and Sales of Energy -

To manage its exposure to energy price risk, TEP enters into forward contracts to buy or sell energy at a specifi ied
price and future delivery period. Generally, TEP commits to future sales based on expected excess generating
capability, forward prices and generation costs, using a diversified market approach to provide a balance between
long-term, mid-term and spot energy sales. TEP generally enters into forward purchases during its summer peaking
period to ensure it can meet its load and reserve requirements and account for other contracts and.resource
contingencies. TEP also enters into limited forward purchases and sales to optimize its resource portfolio and take
advantage of locational differences in price. These positions are managed on both a volumetric and dollar basis and
are closely monitored using risk management policies and procedures overseen by the Risk Management Committee.
For example, the risk management policies provide that TEP should not take a short position in the third quarter and
must have owned generation backing up all forward sales positions at the time the sale is made. TEP's risk
management policies alsc restrict entering into forward positions with maturities extendlng beyond the end of the next
calendar year except for approved hedging purposes.

The majority of TEP'S forward contracts are considered to be “normal purchases and sales” of electric energy and are
not considered to be derivatives under FAS 133. TEP records revenues on its “normal sales” and expenses on its
“normal purchases” in the period in which the energy is delivered. From time to time, however, TEP enters into
forward contracts that meet the definition of a derivative under FAS 133. When TEP.has derivative forward contracts,
it marks them to r;narket using actively quoted prices obtained from brokers for power traded over-the-counter at Palo
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Verde and at other Southwestern U.S. trading hubs. TEP believes that these broker quetations used to calculate the
mark-to-market values represent accurate measures of the fair values of TEP's positions because of the short-term
nature of TEP’s positions, as limited by risk management policies, and the liquidity in the short-term market.

To adjust the value of its derivative forward power sales and purchases, classified as cash flow hedges, to fair value in
Other Comprehensive Income, TEP recorded the following net unrealized gains and losses:

2006 2005 2004
- Millions of Dollars -
Net Unrealized Gain (Loss) $6 $(1) $-

TEP also reported the following net unreallzed gains and losses on forward power sales and purchases in Wholesale
Sales and Purchased Power

2006 2005 2004
- Millions of Dollars -
Net Unrealized Gain {Loss) $1 $(1) $2

TEP uses sensitivity analysis to measure the impact of an unfaverable change in market prices on the fair value of its
derivative forward contracts. As of December 31, 20086, for TEP’s forward power sales contracts, a 10% decrease in
market prices would result in an increase in unrealized net gains of $3 million, while a 10% increase in market prices
would result in a decrease in unrealized net gains of $3 million. For TEP's forward power purchase contracts, a 10%
decrease in market prices would result in an increase in unrealized net losses of $3 million, while a 10% increase in
market prices would result in a decrease in unrealized net losses of $3 million.

For TEP's forward power contracts that are accounted for as cash flow hedges, a 10% decrease in market prices
would result in a $1 million increase in unrealized gains reported in Other Comprehensive Income, while a 10%
increase in market prices would result in a $1 million decrease in unrealized gains reported in Other Comprehensive
Income. The unrealized gains and losses are reversed as contracts settle and realized gains or [osses are recorded.

r

Natura! Gas

TEP is also subject to commodity price risk from changes in the price of naturaft gas. In addition to energy from its
coal-fired facilities, TEP typically uses purchased power, supplemenied by generation from its gas-fired units, to meet
the summer peak demands of its retail customers and to meet local reliability needs. Some of these purchased power
contracts are price indexed to natural gas prices. Short-term and spot power purchase prices are also closely
correlated to natural gas prices. Due to its increasing seasonal gas and purchased power usage, TEP hedges a
portion of its total natural gas exposure from plant fuel, gas-indexed purchase power and spot market purchases with
fixed price contracts for a maximum of three years. TEP purchases its remaining gas fuel needs and purchased power
in the spot and short-term markets.

In 2006, the average market price of natural gas was $6.05 per MMBtu, or 16% tower than 2005. The table below
summarizes TEP's gas generation output and purchased power for 2006, 2005 and 2004. '

2006 2005 2004 2006 2005 2004

-Millions of MWhs- % of Total Resources
Gas-Fired Generation 848 - 368 432 6% 3% 3%
Purchased Power ' 1,644 1,639 1,322 12% 13% 10% -

To adjust the value of its derivative gas swap contracts, classified as cash flow hedges, to fair value in Other
Comprehensive Income, TEP recorded the following net unrealized gains and losses:

2006 2005 2004
- Millions of Dollars -
Unrealized Gain (Loss) $(17) $11 $3

As of December 31, 2006, for TEP’s gas swap agreements, a 10% decrease in market prices would result in a $3
million increase in unrealized losses reported in Other Comprehensive Income, while a 10% increase in market prices
would result in a $3 million decrease in unrealized losses reported in Other Comprehensive Income.
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" TEP is subject to commodity price risk from changes in the price of coal used to fuel its coal-fired generating plants.

In 2003, TEP amended and extended the long-term coal supply contract for Springerville Units 1 and 2 through 2020
and expects coal reserves to be sufficient to supply the estimated requirements for Units 1 and 2 for their presently
estimated remaining lives. During-the extension period from 2011 through 2020, the coal price will be determined:by

- the cost of Powder River Basin coal delivered to Springerville Unit 3 subject to a floor and ceiling. Based on current
coal market conditions, this range woutd be from $24 to $30 per ton. TEP estimates’its fulure minimum annual
payments under this contract to be $45 million through 2010, the initial contract expiration date, and $14 million from
2011 through 2020. TEP's coal transportation contract at Springerville runs through June of 2011. TEP estlmates
mlnlmum annual payments under this contract to be $13 million through 2010 and $7 million in 2011.

In December 2006 'TEP enlered into agreements for the purchase and transpor’tatlon of coal to Sundt Unit 4 through
December 2008. Although TEP expects to pay $20 million annually, the total amount paid under these agreements
depends on the number of tons of coal purchased and transponted. | In 2007, the |mpact on TEP' s total coal related
fuel expense across all of |ts plants is expected to increase by $17 m:lllon or 9%.

The long-term rail contract for Sundt Un|t 4isin effect until the earliest of 2015 the remaining life of Sundt Unit 4 or the
life of the coal mine. This rail contract requires TEP to transport at teast 75,000 tons of coal per year through 2015 at
an estimated annual cost 6f $2 million or to make a minimum payment of $1 million.

TEP also participates in jointly-owned generating facilities at Four Corners, Navajo and San Juan, where coal supplies
are under long-term contracts administered by the operating agents. In 2003, the Four Corners coal contract was
extended through July.2016. This contract requires TEP to purchase minimum amounts of coal al an estimated -
annual cost of $6 million. TEP expects coal reserves available to these three Jomtly -owned generatlng facnmes to be -
SUﬂ“ cient for the remaining lives of the statlons .

The contracts to purchase coal for use at the jointly-owned facilities require TEP to purchase minimum amounts of coal
at an estimated average annual cost of $21 million for the next five years. See Management's Discussion and
Analysis of Financial Condition and Results of Operations, UniSource Energy Consolidated, Contractual Obligations
and Note 6 of Notes to Consolidated Financial Sratements - Commitments and Contmgencres TEP Commn‘mem‘s

. Purchase and Transportatron Comm.-tments ; . <

1

UNS Gas '

UNS Gas is subject to commodity price risk, primarily from the changes in the price of natural gas purchased forits ,
customers. This risk is mitigated through the PGA mechanism which provides an adjustment to UNS Gas' retail rates
to recover the actual costs of gas and transportation. UNS Gas further reduces this risk by purchasing forward fixed

. price contracts for a portion of its projected gas needs under its Prtce Stabmzauon Plan. UNS Gas purchases at least
45% of its estimated gas needs in this manner. . : :

. \ ‘ . ' “w ) T
UNS Electric .
UNS Electric is currently not exposed 1o commodity price risk for ite purchaee of etectricity as‘i‘t has a fixed price fuil-
- requirements supply agreement with PWMT and a PPFAC mechanism which fully recovers the costs incurred under
such contract on a timely basis. This supply agreement with PWMT expires in May 2008 and UNS Electric.is in the
process of rep!acmg this energy resource.., . , . , , -

L)

During 2006, UNS Electric entered into vanous power supply agreements for penods of one to f ve years beglnnlng in -
June 2008. Certain of these contracts are at a fixed price per MW and others are indexed to natural gas prices. As of
December 31, 2006, UNS Electric estimates its future minimum annual payments under these contracts to be $23
million. . . . -

i?.ecause a portion of the costs under these contracts will vary from period'to period based on the market price of gas,

the PPFAC, as currently structured, may not provide recovery of the costs incurred under these new contracts on a
timely basis.
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For UNS Electric’s forward power purchase contracts, a 10% decrease in market prices would result in a decrease in
unrealized net gains reported as a regulatory liability of $10 million, while a 10% increase in market prices would result
in an increase in unrealized net gains reported as a regulatory liability of $10 million.

MEG

MEG trades Emission Allowances and related instruments; however, its current activities consist of managing a small
number of remaining positions which are expected to close by early 2008. We manage the market risk of this line of
business by setting notional limits by product, as well as limits to the potential change in fair market valug under a 33%
change in price or volatility. We closely moniter MEG’s trading activities, which include swap agreements, options and
forward contracts, using risk management pelicies and procedures overseen by the Risk Management Committee.

MEG marks its trading positions to market on a daily basis using actively quoted prices obtained from brokers and
options pricing models for positions that extend through 2007. As of December 31, 2006 and December 31, 2005, the
fair value of MEG's trading assets combined with Emission Allowances it holds in escrow was $11 million and $38
million, respectively. The fair value of MEG's trading liabilities was $5 million at December 31, 2006 and $24 million at
December 31, 2005. For 2006, MEG reflected a $10 million unrealized loss and a $10 million realized gain on its
income statement, compared with an unrealized gain of $11 millicn and a realized loss of $11 million in the same

" period last year. For MEG’s remaining trading contracts at December 31, 2006, a 10% decrease in market prices or a
10% increase in market prices would be less than $1 million.

Unrealized Gain {(Loss) of MEG's Trading Activities
- Millions of Daoliars -

Total

: Maturity 0 - 6 Maturity . 6 - 12 Maturity Unrealized
Source of Fair Value At December 31, 2006 months months over 1 yr. Gain (Loss)
Prices actively quoted $a $2 $- : %6
Prices based on models and other valuation .

methods - 3 - 3
Total $4 $5 $- %9

Credit Risk

UniSource Energy is exposed to credit risk in its energy-related marketing and trading activities related to potential
nonperformance by counterparties. We manage the risk of counterparty default by performing financial credit reviews,
setting {imits, monitoring exposures, reguiring collateral when needed, and using a standard agreement which allows
for the netting of current period exposures to and from a single counterparty.

We calculate counterparty credit exposure by adding any outstanding receivable (net of amounts payable if a netting
agreement exists) to the mark-to-market value of any forward contracts. As of December 31, 2006, TEP’s total credit
exposure related to its wholesale marketing and gas hedging activities was approximately $34 million. Approximately
$2 million of TEP's exposure is to non-investment grade companies. TEP had five counterparties with exposures of
greater than 10% of its total credit exposure, totaling approximately $23 million. MEG's total credit exposure related to
its trading activities was $5 million and was concentrated primarily with two counterparties. MEG has no credit
exposure to non-investment grade counterparties.

UNS Gas is subject to credit risk from non-performance by its supply counterparty, BP Energy (BP), to the extent that
this contract has a mark-to-market valtue in favor of UNS Gas. As of December 31, 2006, UNS Gas has purchased
under fixed price contracts approximately 48% of the expected monthly consumption for the 2006/2007 winter season
{November through March) and approximately 29% of its expected consumption for the 2007/2008 wmter season. At
December 31, 2006, UNS Gas had no credit exposure under its supply contract with BP.

UNS Electric has begun to enter into energy purchase agreements to replace the full requirements contract it has with
PWMT that expires in May 2008. To the extent that such contracts have a positive mark-to-market value, UNS Electric
would be exposed to credit risk under those contracts. At December 31, 2006, UNS Electric had less than $1 million in
credit exposure under such contracts,
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TEP'S UTILITY OPERATING STATISTICS

For Years Ended December 31,

Average kWh Sales per Residential Customer - ‘

-48 -

2006 2005 2004 2003 2002
Generation and Purchased Power — kwh (000} vl )
Remote Generation {Coal) -10,338,844 - '10,059,315 10,159,729 10,182,706 10,067,069
Local Tucson Generation (Qil, Gas & Coa!) 1,482,342 1,165,001 1,174,500 1,082,058 - 1,402,504
Purchased Power 1,707,450 1,638,737 1,322,084 1,153,305 1,328,674
Total Generation and Purchased Power - 13,528,636 12,863,053 12,656,313 12,418,069 12,799,147
Less Losses and Company Use 886,252 806,168 821,008 778,285 ' 791,852
Total Energy Sold 12,642,384 12,056,885 11,835,305 11,639,784 12,007,295
Sales — kwh (000) . - - ! :
Residential 3,778,369 3,633,226 3,459,750 3,389,744 3,181,030
Commercial 1,959,141 1,855,432 1,787 472 1,689,014 1,605,148
Industrial 2,278,244 2,302,327 2,226,314 2,245340 '~ 2,254,174
Mining - 924,898 842 881 829,028 701,638 ’592,448
Public Authorities 260,767 241,119 240,428 ° 250,038 256,867
Total — Electric Retail Sales 9,201,419 ° 8,874,985 - 8,542,990 ,8,275774 = - 7,989,667
Electric Wholesale Sales 3,440,965 3,181,800 3,292,315 3,364,010 -~ ¥ 4.017,628
Total Electric Sales 12,642,384 12,056,885 11,835,305  -11,639,784 12,007,295-
Operating Revenues (000) ) ‘
Residential .$§ 343459 3% 330,614 315402 $. 309,807 § 291,390
Commercial 203,284 192,966 186,625 175,559 168,838
Industrial 165,068 165,988 161,338 160,276 161,749
Mining 43,724 39,749 38,549 28,022 . 28,072
Public Authorities - ) . 18,935 17,559 17,427 . 17,839 © 18672
Total — Electric Retail Sales ~ 774,470 746,876 719,341 691,503 .668,721
Electric Wholesale Sales ) - 187,750 . 178,428 159,918 151,030 . 157108
Other Revenues . 35,502 12,166 10,039 : 9,018 - .8,618
Total Operating Revenues $ 997,722 § 937470 889,298 $ 851,551 $§ 834,447
Customers {End of Peric}d) L .
Residential . 357,646 350,628 341,870 334,131 326,847
- Commercial 34,104 33,534 32,923 32,369 -, 31,767
Industrial 664 - 673 676 676 695
Mining 2 2 2 2° 2
Public Authorities 61 61 61 61 . . . 61
Total Retail Customers 392,477 - 384,898 375,532 367,239" 359,372
Average Retait Revenue per kWh' Sold (cents) ) - i
Residential : 9.1 9.1 9.1 91 .. 9.2
.Commercial St 104 | 104 104 .104 10.5
Industrial and Mining 6.6 6.5 6.5 6.4 6.4
Average Retail Revenue per kWh Sold - B4, 8.4 8.4 84 8.4
Average Revenue per Residential Customer $ 971 § 954 933 § 937 § . 802
-10,681 . 10,484 10,231 10,249 9,842



SELECTED CONSOLIDATED FINANCIAL DATA

UniSource Energy 2006 2005 2004 © 2003 2002
. : - In Thousands -
) (except per share data}
Summary of Operations )

Operating Revenues * e - $1,316,869  $1,224,056 $1,164,988 - $ 970,651 $ 838,829
Income Before Discontinued Cperations, . : :
Extraordinary item and . B ’ -
Lo Accounting Change (" - ’ $69,243 = $52,253 . $50982- ' $53,042 $47,847
Net Income () : + $67,447. $ 46,144 $45919 . $113,041 - $ 34,928
Basic Earnings per Share: e . .
Before Discontinued Operations,
Extraordinary ltem & Accounting

. Change-. L $1.96 $1.51 $1.49 $1.60 $1.42
Net Income N ' . $1.91° $1.33 $1.34 $3.37 $1.04
Diluted Earnings per Share: '

Before Discontinued Operations,
Extraordln_ary Item & Accounting® .

. Change,. ‘ o $1.85 . $1.44 $145 - | $157 $1.40
Net Income N ) " $1.80 $1.28 $131 . $3.32 $1.02
Shares of Common Stock OQutstanding o :
Average 35,264 34,798 34,380 . 33,828 - 33,665
End of Year 35,190 34,874 34,255 . 33,788 33,579

' Year-end Book Value per Share - %1859 $17.69 $16.95 $16.47 $13.60
Cash Dividends Declared per Share $0.84 . $0.76 . %064 $0.60 $0.50

" Financial Position .

Total Utility Plant — Net - $2,259,620 $ 2,171,461 $ 2,081,137 $2,069,215 $ 1,835,904

"+ Investments in Lease Debt and Equity .$181,222° | $156,301 $ 170,893 $ 178,789 $ 191,867
Other Investmients and Other Property $ 66,194 $ 58,468 $ 68,846 $90,137 $ 104,884
Total Assets . $ 3,187,409 '$ 3,180,211 $3,186,936- $3,135013 - $2,897,932
Long-Term Debt $1,171,170 $ 1,212,420 $ 1,257,595 $ 1,286,320 $ 1,128,963
Non-Current Capital Lease Obligations '

. o 588,771 - 665737 701,931 762,968 801,611

Common Stock Equity - 654,149 ~ B16,741 580,718 556,472 458,640

Total Capitalization ' $2,414,090 ° 52,494,898 $ 2,540,244 $ 2,605,760 $ 2,387,214

Selected Cash Flow Data

Net Cash Flows From Operating Actlwtles - - B ’

$ 282,659 $ 273,883 $ 306,979 $ 263,396 $ 176,437

 Capital Expenditures $ (238,261) $(203,362) $(166,861).  $(135,731) $ (105,359)

Other Investing Cash Flows (7,820) 32,794 10,672 (215,001} (165,531)

Net Cash Flows From Investing Activities

$(246,081)  $(170,568) $ (156,189) "'$(350,732) $(270,890)

Net Cash Flows From Financing Activities

$ (77,016) $(112,664)  $(98028)  $97674 $ (42,773)

Ratio of Earnings to Fixed .
Charges @ 1.73 1.55 148 1.44 1.50

"n 2003, Operating Revenues, Income Before Extraordmary Item and Accounting Change and Net Income include results from UES for the period
from August 11, 2003 to December 31, 2003.

@ Net Income includes an after-tax loss for discontinued operations of $2 million in 2008, $5 million in 2005, $5 million in 2004, $7 million in 2003
and $13 million in 2002. Net income includes an after-tax loss of $0.6 mitlion for the Cumulative Effect of Accounting Change from the
implementation of FIN 47 in 2005 and an after-tax gain of $67 million for the Cumulative Effecl of Accounting Change from the implementation of
FAS 143 in 2003.

® For purposes of this computation, earnings are defined as pre-tax earnings from continuing operations before minority interest, or incomefloss
from equity method investments, plus interest expense, and amortization of debt discount and expense related to indebtedness. Fixed charges are
interest expense, including amortization of debt discount and expense on indebtedness.

See Management’s Discussion and Analysis of Financial Condition and Results of Operations.

- 49 -




MANAGEMENT'S REPORT ON-INTERNAL CONTROLS OVER FINANCIAL REPORTING

t

UniSource Energy Corporation’s management is responsible for establishing and maintaining adequate internal control
over financial reporting. Because of its inherent limitations, internal control over financial reporting may not prevent or
detect misstatements. Also, projections of any evaluation of effectiveness to future peridds are subject to the risk that
controls may become inadequate because of changes |n condltrons or that the degree of compl:ance with the polncres
or procedures may deterlorate L

Managément assessed the effectweness of the UnlSource Energy Corporation’s mternal control-over f nancial
‘reporting as of Decemiber 31, 2006. In making this assessment, management used the criteria set forth by the
Committee of Sponsonng Organlzatlons of the Treadway Commrssron {COSO) in Internal Control Integrated
Framework. "

.

- Based on management's assessment using those criteria, management has c'oncluded that, as of December 31, 2006,
UmSource Energy Corporatron s mternal control over financial reportlng was eﬁectwe -

Our management's assessment of the effectiveness of the Company s internal control over financial reporting as of
December 31, 2006 has been audited by PncewaterhouseCoopers LLP an mdependent registered public accounting
firm, as stated in its report which appears herein.

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM -

To the Board of Directors and Stockholders ‘ _ ‘ o

of UniSource Energy Corporation: - L N L,

We have completed integrated audits of UniSource Energy Corporation’s December 31, 2006 and December 31 , 2005
consolidated financial statements and of its internal control over financial reperting as of December 31, 2006, in
accordance with the standards of the Public Company Accounting Oversnght Board (Unrted States) Our opinions,
based on our audits, are presented below.

Consolidated financial statements

In our opinion, the accompanying consolidated balance sheets and the related consolidated statements of income,
cash flows and stockholders' equity present fairly, in all material respects, the financial position of UniSource Energy
Corporation and its subsidiaries at December 31, 2006 and December 31, 2005, and the results of their operations and
their cash flows for each of the three years in the period ended December 31, 2006 in conformity with accounting
principles generally accepted in the United States of America. These financial statements are the responsibility of the
Company’s management. Qur responsibility is to express an opinion on these financial statements based on our
audits. We conducted our audits of these statements in accordance with the standards of the Public Company
Accounting Oversight Board (United States). Those standards require that we plan and perform the audit to obtain
reasonable assurance about-whether the financial statements are free of material misstatement. An audit of financial
statements includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements, assessing the accounting principles used and significant estimates made by management, and evaluating
the overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion. ‘

As described in Note 12 to the consolidated financial statements, the company changed the manner in which it
accounts for pension and post-retirement obligations as a result of |mplementmg Financial Accountmg Standards
Board Standard No. 158 as of December 31, 2006.

As described in Note 3 to the consolidated financial statements, the Company changed the manner in which it
accounts for asset retirement costs as a result of implementing Financial Accounting Standards Board Interpretation
No. 47 as of December 31, 2005.

T

Internal control over financial reporting

Also, in our opinion, management's assessment, included in Management's Report on Internal Control Qver Financial
Reporting, that the Company maintained effective internal control over financial reporting as of December 31, 2006
based cn criteria established in Internal Controf - Integrated Framework issued by the Committee of Sponsoring

- Organizations of the Treadway Commission (COS0), is fairly stated, in all material respecté, based on those criteria.
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Furthermore, in our opinion, the Company maintained, in ali material respects, effective internal control over financial
reporting as of December 31, 2006, based on criteria established in Internal Controf - integrated Framework issued by
the COSO. The Company's management is responsible for maintaining effective internal control over financial
reporting and for its assessment of the effectiveness of internal control over financial reporting. Our responsibility is to
express opinions on management's assessment and on the effectiveness of the Company’s internal control over
financial reporting based on our audit, We conducted our audit of internal control over financial reporting in
accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether effective internal controt over
financial reporting was maintained in all material respects. An audit of internal control over financial reporting includes
obtaining an understanding of internal contrgl over financial reporting, evaluating management’s assessment, testing
and evaluating the-design and operating effectiveness of internal control, and performing such other procedures as we
consider necessary in the circumstances. We believe that our audit provides a reasonable basis for our opinions.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance regarding
the reliability of financial reporting and the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. A company’s internal control over financial reporting includes those policies
and procedures that (i) pertain to the maintenance, of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; (ii) provide reasonable assurance that transactions are
recorded as necessary to permit preparation of financial statements in accordance with generally accepted accounting
principles, and that receipts and expenditures of the company are being made only in accordance with authorizations
of management and directors of the company; and {iii) provide reasonable assurance regarding prevention or timely
detection of unauthorized acqwsmon use or dlsposmon of the company s assets that could have a material effect on
the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements.
Also, projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in condmons or that the degree of compllance with the poI|c1es or procedures may
deteriorate. :

PricewaterhouseCoopers LLP
Chicago, lllinois
February 26, 2007
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UNISOURCE ENERGY CORPORATION
. CONSOLIDATED STATEMENTS OF INCOME - ) s e

Years Ended December 31 ,

2006

2005

2004

Operating Revenues

- Thousands of Dollars - -
{Except Per Share Amounts)

See Notes to Consolidated Financial Statements:

r
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. Electric Retail Sales $ 932307-  $ 895411. - § 862,258
Electric Wholesale Sales’ _ 187,954 178,667+ 160,154
Gas Revenue -159,598 135,909 . - 126,666
QOther Revenues ) 36,970 . 14069 - 15,910

Total Operating Revenues ' 1,316,869 1,224,056, - . 1,164,988

Operating Expenses
Fuel . 257,515 226,278 212,514

- Purchased Energy 329,516 . 324,351 250,668
Other Operations and Maintenance 247,069 © 215,600 243,675
Depreciation and Amortization ? 130,502 132,577 132,419
Amortizalion of Transition Recovery Asset 65,985 56,418 50,153
Taxes Other Than Income Taxes R . 46,136 47,328 ... 47,866

Total Operating Expenses - S 1,076,723 1,002,652 ... 937,205
Operating Income . . 240,146 221,504 s 227,693

- Other income (Deductions) ’ . .
Interest Income . . ,.' T 19,210 19,838 20,192
Other Income ‘ 7,453 10,985° " 15,030
Other Expense {1,887) " (2,155) - {6,439)
Total Other Income (Deductions) v At 24,776 28,668 28,783

Interest Expense ' i ’ f o .o, N . ’

Long-Term Debt - . 75,039 76,762 80,968
Interest on Capital Leases . ) 72,586 79,008 85,912
Lass on Extinguishment of Debt o ’ L S 1,080 5,261 1,980
Other Interest Expense € " 7922 3,153 *1,847
Interest Capitalized (4,884) (3,978) {2,509)
Total Interest Expense - 151,743 150,296 168,308

Income Before Income Taxes Discontinued Operatlons and Cumulatwe . Lo 7

Effect of Accounting Change 113,179 89,876 88,168
Income Tax Expense 43,936 37,623 37,186

Income Before Discontinued Operations and Cuj'rl'ulative Effect of Accounting Change 69,243 52,253 50,982

Discontinued Operations - Net of Tax ‘ {1,796} (5483) - v (5,063)

Cumulatwe Effect of Accounting Change - Net of Tax : - (626) . -

Net Income _ T $ 67447  $ 46144 . S 45919

Waighted-average Shares of Common Stock Dutstanding (660) 35,264 34798 . 34,380

Basic Earnings per Share . . .
Income Before Discontinued Operations and Cumulatlve Effect of Accountmg Chang $1.96 $1.51 $1.49
Discontinued Operations - Net of Tax $(0.05) $(0.16) $(0.15)
Cumulative Effect of Accounting Change - Net of Tax - $(0.02) . - -
Net Income . $1.91 . $1.33 T $1.34

Diluted Earnlngs per Share - .
Income Before Discontinued Operations and Cumulatlve Effect of Accounting Chang: $1.85 $1.44 $1.45
Discontinued Operations - Net of Tax . . . S(O 05) $(0.14y . v $(0.14)
Cumulative Effect of Accounting Change - Net of Tax $(0.02} - - -
Net income . $1 80 $1.28 -$1.31

Dividends Declared per Share . $0.84 $0.76 $0.64




UNISOURCE ENERGY CORPORATION
CONSOLIDATED STATEMENTS OF CASH FLOWS

Years Ended December 31,

2006

2005

2004

. Cash Flows from Operating Activities

- Thousands of Dollars -

Cash Receipts from Electric Retail Sales $ 1,008,071 $ 975378 $ 931,450
Cash Receipts from Electric Wholesale Sales 254,322 227,085 204,902
Cash Receipts from Gas Sales 173,243 145,281 136,797
Sale of Excess Emission Allowances 7,254 15,354 2,760 -
Other Cash Receipts 25,482 9,107 14,323
MEG Cash Receipts from Trading Activity 2,704 72,441 170,506
Interest Received 22,231 23,194 22,608
Performance Deposits 5,690 4,702 (6,487)
Income Tax Refunds Received 553 1,484 5,427
Deposit-Second Mortgage Indenture - - 17,040
Fuel Costs Paid . (244,690) (223,672} (208,549)
~ Purchased Energy Costs Paid (383,943) (369,218}  (286,115)
Wages Paid, Net of Amounts Capltallzed . (100,368) (93,220) (87,778)
Payment of Other Operaticns and Maintenance Costs (137,941} (130,108} (116,621)
MEG Cash Payments for Trading Activity (812) (79,990} (162,609)
Capital Lease Interest Paid (63,644) (67,707} (70,752)
Taxes Other Than Income Paid, Net of Amounts Capltallzed {144,526} (140,013) (139,257)
Interest Paid, Net of Amounts Capitalized (67,006) (72,481) (75,957)
Income Taxes Paid (66,070) (10,147} (20,483)
Net Cash Used by Operating Activilies of Discontinued Operations (2,710) (6.151) (9,622)
Excess Tax Benefit from Stock Cption Exercises (1,501) (2,527) -
Other Cash Payments (3,680) (4,919) (14,604)
Net Cash Flows - Operating Activities 282,659 273,883 306,979
Cash Flows from Investing Activities .
Capital Expenditures a (238,261) (203,362) (166,861)
Payments for Investment in Lease Debt and Equity {48,025} - (4,499)
Sale of Subsidiary 16,000 - -
Proceeds from Investment in Lease Debt and Equity 22,158 13,646 11,590
Return of Investment from Millennium 4,835 15,236 10,120
Other Proceeds from Investing Activities 3,263 8,848 2,716
Investments in and Loans to Equity Investees (4,.518) (4,870) (4,095)
Net.Cash Used by Investing Activities of Discontinued Operations © o {46) (66) (156)
Other Payments for Investing Activities {1,487) - (5,004}
Net Cash Flows - Investing Activities - (246,081) {170,568) (156,189)
Cash Flows from Financing Activities '
Proceeds from Borrowings Under Revolving Credit Facilities 194,000 45,000 20,000
Payments for Borrowings Under Revolving Credit Facilities (126,000) {40,000) {20,000}
Proceeds from Issuance of Long-Term Debt . 30,000 240,000 -
Repayment of Long-Term Debt (93,250) (285,516) - (28,732)
Payments of Capital Lease Obligations - (61,197) (52,907) (49,378)
Commoen Stock Dividends Paid (29,499) (26,339) (21,879)
Payment of Debt Issue Costs . (2,092) (12,431) (9,364)
Proceeds from Stock Options Exercised 4,861 10,691 6,970
Excess Tax Benefit from Stock Option Exercises 1,501 2,527 -
Other Proceeds from Financing Activities .. 4,660 11,906 8,007
Other Payments for Financing Activities - (5,595) (3,652)
Net Cash Flows - Financing Activities {77,016} (112,664) {98,028)
Net (Decrease) Increase in Cash and Cash Equivalents {40,438) (9,349) 52,762
Cash and Cash Equivalents, Beginning of Year 144,679 154,028 101,266
Cash and Cash Equivalents, End of Year $ 104.241 $ 144679 3 154,028

See Note 17 for supplemental cash flow information.

See Notes to Consolidated Financial Statements.
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_ UNISOURCE ENERGY CORPORATION
CONSOLIDATED BALANCE SHEETS

. If)ecember'31 ,.

'$. 3,187,409

$

-

See Notes to Consolidated'FinanciaI Statements.

'(Consolidated Balance Sheets Continued)

. . 2006 2005 o
ASSETS- = . - . 3 *= Thousands-of-Doliars - + »- 1"~
Utility Plant . ' S S

Plant in Service. . .. - .$..3410,638 $..3,167,900 :
* Utility Plant under Capital Leases .- 702,337 ¢ 'i~723,900. R
Construction Work in Progress ™. - . 135,431 160,186 .- - <
Total Utility Plant e i - 4,248,406 = - 4,051,986.. 3 -
‘Less Accumulated DepreC|at|on and Amortization N -(1,492;842) T\, 408 158) .
" Less Accumulated Amortization of Capital Leasé Assets (495,944) (472 36?) -
Total Utlllty Plant Net T 2,289,620, . 2 171 461 B )
Invéstments. and Other Property S P b .' PR b
‘Investments in Lease Debt and Equity - , - 181,222 . ' 156 301-. ) )

. Noncurrent Assets of Sub5|dlary Held for Sale, \ BT 13,065 s 3
Other AR g . 66,194 - 58,4681 SN
- Total Investments and Other Property ¢ - 247,416 - 227.8341 . - ¥

Current Assets = - - ' ' T L -
Cash and Cash Equivalents’ N 104,241 ‘, e ‘144 679 R
Trade Accounts Receivable .~ p 124 789 .99, 338 PR

“Unbilled Accounts Receivable' ~ _-.,58,499 7 7 TEF920'

- Allowance for Doubtful Accounts o ¢ T {16 859) "(15,037) oo
Materials-and Fuel Inventory : - 73,628 - - ~~65 716-, I -
Trading Assets - - - . 126,387 . 36418 - -

" Current Regulatory Assets .3:.,'-:9,549 snd v 15563 0 i
Deferréd Income Taxes - Current™. +57,912.. . 50,3894 - ..l
Interest Receivable - Carrent . .2 - 7,782 . 9,830: 7 Ly
Current Assets of Subsidiary Held for Sale -l . *16 639
Other = <. . L 9/982 17,717 -+

Total Current Assets <. R L Sl "'455,910--‘ csigie '485,172¢ :

. Regulatory and Other Assets R AR SN '.- G g ety b
Transition Recovery Asset L 101 626 o 167 611 ERRH
Income Taxés:Recoverable Through Future Revenues. e 34749 - '39,936" -
Other Regulatory Assets .54, 848 . 20,944 .
Other Assets _ ‘33,240 " 57,253 ..

Total Regulatory and Other Assets 224,463 © 285,744 :

Total Assets 3,180,211




UNISOURCE ENERGY CORPORATION
CONSOLIDATED BALANCE SHEETS

December 31,

- ' 2006 2005
CAPITALIZATION AND OTHER LIABILITIES - Thousands of Dollars - .
Capitalization . _

Common Stock Equity * S _ $ 654,143 $ 616,741
Capital Lease Obligations : ’ : : 588,771. 665,737
Long-Term Debt . . : 1,171,170 - 1,212,420
Total Capitalization L. 2,414,090 2,494,898 -
Current Llabllltles , , -
Current Obligations under Capltal Leases - - T S 59,090 48,804 - -
Borrowing under Revolving Credit Facilities - 50,000 5,000 -
Current Maturities of Long- Term Debt - : 6,000 5,000
Accounts Payable 102,829 98,085
Income Taxes Payable : T T 16,429 29,826
Interest Accrued - o o 52,392 . 57,386
Trading Liabilities _ o : -16,537 . - 27,300 .
Taxes Accrued o _ ' . 35,431 34,978
Accrued Employee Expenses o 22,886 18,825
Customer Deposits o _ 19,767 , 15,463
Current Regulatory Liabilities . ' 10,707 -
Current Liabilities of Sub5|drary Held for Sale L. 2,206
Other _ ' 3,852 3,933
Total Current Liabilities ; T 395,920 346,806
Deferred Credits and Other Liabilities :
Deferred Income Taxes - Noncurrent 126,883 . . 148,104
Regulatory Liability - Net Cost of Removal for Interim Retirements 85,394 78,535
Other Regulatiory Liabilities 9,609 4,311
Other . L ) : : 155,513 107,557
Total Deferred Credits and Other Llabmties 377,399 338,507
Commitments and Contingencies {Note 6) - .
Total Capitalization and Other Liabilities’ $ 3,187,409 ' 3,180,211

. See Notes to Consolidated Fmanmal Statements

(Consohdated Ba[ance Sheets Concluded)
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UNISOURCE ENERGY CORPORATION
CONSOLIDATED STATEMENTS OF CAPITALIZATION

.

December 31,

v s 2006 - 2005
‘COMMON STOCK EQUITY .. - Thousands-of Dollars -

Common Stock-No-Par Valug.. - ™ ™ ) $ 697,426 § 689,185

S o - 2006 2005 . U ians
Shares’ Authorized 75,000,000 75,000,000 o
Shares Outstanding 135,189,645 34,874,450 o

Accumulated Deficit : ‘ (27,913) (65,861)

Accumulated Other Comprehensive Loss (15,364) (6,583)

" Total Common Stock Equity 654,149 . 616,741
. PREFERRED STOCK, . R
No Par Value 1,000,000 Shares Authorized, Nong Outstandmg - . -
CAPITAL LEASE OBLIGATIONS e T

Springerville Unit 1 : T 381,446 431,493

‘Springerville Coal Handling Facilities. 112477 - .. 122,353 -

‘Springerville Common FaC|I|t|es 106,837 106,136

Sundt Unit 4 - - 46,140 -« 53,924

Qther X . 1,261 - 635 -

Total Capital Lease Obllgatlons ' 647,861 714,541
Less Current Maturities - ] {59,090) " (48,804)
Tota! Long-Term Capital Lease Oblrg_tlons 588,771 ~ - 665737 .
LONG-TERM,DEBT .
.~ Issue Maturity Interest Rate - .

UniSource Energy: . T )
Convertible Senior Notes 2035 4.50% - 150,000 ° :7150,000
Credit Agreement - Term Loan 2011 Variable 27,000 . 86,250

Tucson Electric PowerCompany ] ) ’ . - T
Varlable Rate |DBs 2011 Variable* 328,600 328,600 ¢
‘Collateral Trust Bonds 2008 .7.50% 138,300 ©138,300
Unsecured IDBs 2020-2033 585%to7.13% - 354,270 354,270

UNS Gas and Electric: ' . - .

" Senior.Unsecured Notes 2008-2015 6.23%t0 7.61% 160,000 - 160 000.- -
Credit Agreement - Revolving Credlt Facility 2008 Variable . 19,000 _ .
Total Stated Principal Amount  *~ L AAATTATO ‘w] 217, 420

Less Current Maturities . ‘(6,000) (3. O_l
Jotal Long-Term Debt . - 1,171,170 1,212,420 -
" Total Capltallzatron ‘ - § 2,414,000

$ 2,494,898

* TEP's Variable Rate rndustrial development bonds (IDBs) are backed by letters of credit (LOCs) issued pursuam o
TEP's Credit Agreement which expires in August 2011. Although the Variable Rate IDBs mature between 2018 and ~
2022, the above maturity reflects a redemption or repurchase of such bonds in 2011 as though the LOCs terminate

- without replacement upon exprratron of the TEP Credit Agreement. Welghted average interest rates on variable’ rate

- tax-exempt debt ranged from 2.95 % to 3.96% during 2006 and 1.52% to 3. 55% during 2005, and the average
|nterest rate 6n such debt was 3. 47% in 2006 and 2.48%in2005. . - | - NN

* UniSource Energy also has stock options outstanding. See Note 13.

See Notes to Consolidated Financial Statements. - ’ :
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UNISOURCE ENERGY CORPORATION

CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDERS' EQUITY AND COMPREHENSWE INCOME

7

Accumulated

. . — Common . ) Other . Total
. Shares Common Accumulated Comprehensive Stockholders’
Qutstanding* Stock Deficit Loss Equity
- - In Thousands -
Balances at December 31, 2003 33,788 $ 668,022 $ (109,706) $ (1,844) § 556472
Comprehensive Income: ' ' '
2004 Net Income - - 45919 - 45,919
Minimum Pension Liabitity )
{net of $1,430 income taxes) - - P , (10,460) (10,460}
Unrealized Gain on Cash Flow Hedges ' . '
(net of $960 income taxes) - - - ) 1,465 1,465
Reclassification of Unrealized Gains and Losses -
on Cash Flow Hedges to Net Income . -
(net of $68 income taxes) - - - - 104 . 104
Total Comprehensive Income ' 37,028
Dividends Declared - - (21.879) - (21,879)
Shares |ssued under Stock Compensation Plans 63 1,307 - - 1,307
Shares Distributed by Deferred Compensahon Trusl 4 50 - . - 50
Shares |ssued for Stock Options ' 400 6,117 R - 8,117"
Tax Benefit Realized from Stuck Options Exercised . - 1,459 - . - 1,459
Other . - - 164 B R . ‘164
Balances at December 31, 2004' 34,255 677,119 {85,666) {10,735) ~ 580,718
Comprehensive Income: : . -
2005 Net Income . - - 46,144 - 46,144
Minimum Pension Liability Adjustment. )
{net of $1,378 income taxes) - - - {2,101) {2,101)
Unrealized Gain on Cash Flow Hedges )
(net of $6.503 income taxes) - - - 9,918 9,918
Reclassaf cation of Unrealized Gams and Losses -
on Cash Flow Hedges to Net Income . )
(net of $2,403 income taxes) - - - (3.665) | (3,665)
Total Comprehensive Income . . ' 50,296
Dividends Declared . - - (26,339) - - +(26,339)
Shares Issued under Stock Compensation Plans T 36 T . - ) -
Shares Distributed by Deferred Compensation Trusi - 1 - - 1
Shares Issued for Stock Options - - 583 9,411 - - - 9411
Tax Benefit Realized from Stock Options Exercised, - 2,527 - - 2,527
Other - 127 - - . 127
Balances at December 31, 2005 b 34,874 689,185 (65,861) (6;553) 616,741
Comprehenswe Income:
2006 Net Income . _ o - - 67,447 r T, 67447
Minimum Pension Liability Adjustment - - . T -
(net of 8,915 income taxes}) . - - .- 13,597 13,597
Unrealized Loss on Cash Flow Hedges' : N . .
(net of $4,897 income taxes) . . - - : - {7.469) (7.469)
Reclassification of Unrealized Gains and Losses
on Cash Flow Hedges to Net Income
(net of $77 income taxes) - - - . (117) {117)
Total Comprehensive Income 73,458
Adjustment to Initially Recognize the Funded Status of P
Employee Benefit Plans -
(net of $9,698 income taxés} - - - {14,792) (14,792)
Dividends Declared - - (29,499) - (29,49@)
~Bhares Issued under Stock Compensation Plans 11 - - - -
Shares Issued for Stock Options 305 4,859 - - 4,859
Tax Benefit Realized from Stock Options Exercised - 1,501 - - 1,501
Other - 1,881 - - 1,881
Balances at Decémber 31, 2006 35190 % 697,426 & {(27,913) § {15,364) $ 654,149

* UniSource Energ); has 75 million authorized shares of Common Stock

We describe limitations on our ability to pay dividends in Note 10.

See Notes to Consolidated Financial Statements.
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UNISOURCE ENERGY CORPORATION .
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - .- b

NOTE 1. NATURE OF OPERATIONS AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES .

NATURE OF OPERATIONS - . .o . N
UmSource Energy Corporation (UniSource Energy) isa holdlng company that has no significant operatlons of rts
own. Operations are conducted by UniSource Energy's subsidiaries, each of which'is a separate legal entity with
its own assets and liabilities. UniSource Energy owns the common stock of Tucson Electric Power Company

' (TEP) UniSource Energy Services, Inc. (UES), Millennium Energy Holdings, Inc {Millennium}) and UniSource
Energy Development Company (UED) -

TEP, a regulated public utility, is UmSource Energy s Iargest operatrng sub3|d|ary and represented approxlmately
82% of UniSource Energy’s assets as of December 31, 2006. TEP generates, tranémits:and distributes electricity
to approximately 392,000 retail electric customers in a 1,155 square mile area in Southern Arizona. TEP also sells
electricity to other utilities and power marketing entities primarily located in the Western-U.S. In addition, TEP
operates Springerville Unit 3 on behalf of Tri-State Generatron and Transmission Assocratron Inc. (Tri- State)

UES holds the common stock of UNS Gas, Inc. (UNS Gas) and UNS Electrlc Inc (UNS Electnc) UNS. Gas isa
gas distribution company with 145,000 retail customers in Mohave, Yavapai, Coconino, and Navajo counties in -
Northern Arizona, as well as Santa Cruz County in Southeast Arizona.. UNS ‘Electric is an electric, transmission
and. dlstnbutlon company with approxrmately 93,000 retail customers in Mohave and Santa Cruz counties. .

Millennium mvests in unregulated energy related busrnesses On March 31, 2006 UmSource Energy completed
the sale of all of the capital stock of Global Solar, Inc. (Global Solar); Millennium's largest subsidiary, to a third
party. We present Global Solar's assets, liabilities and related operatlons throughout th|s report asa dlscontlnued
operatlon See Note. 16 - ; . 3 _ . :

-

UED is facrhtatmg the expansnon of the Spnngennlle Generatlng Station and other generatlon resources.

(SN . Il

. We conduct our busmess in three prlmary busmess segments - TEP, UNS Gas and UNS Electric.

References to "we"-and “our”are to UniSource Energy and its subsidiaries, collectively.

.BASIS OF PRESENTATION

We account for our-investments-in subsidiaries using the consolidation method when we hold a majority of a
subsidiary’s voting stock and we can exercise control over the subsidiary. The accounts of the subsrdlary and
parent are combined, and mtercompany balances and transactions are eliminated. -

We use the equity method to-report corporate joint ventures, partnershrps and affiliated company mvestments
when we can demonstrate the ability to exercise significant.influence over the operating and financial policies of an
investee company. Equity method investments appear on a single line item on the balance sheet and net tncome
(loss) from the entity is reﬂected m Other Income on the:income statements. .

UmSource Energy held the followmg eqwty investments at December 31, 2006

Investee T L : "’A: Owned
'Carboelectrlca Sabrnas S déR. L de CV. Ve - . 500% -
Haddington Energy Partners-l, LP. e L 31.6%
Valley Ventures lIlLLFP - .~ . - P 15.0% :
infinite Power Solutions, Inc. I T © 8.9% ' . i
Inncom tnternational, Inc. ’ ) o 16.7%
Springerville Unit 1 Lease ' : 14.0%
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UNISOURCE ENERGY CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continued)

USE OF ACCOUNTING ESTIMATES

We make estimates and assumptions to prepare financial statements under accounting principles generally.
accepted in the U.S. (GAAP). These estimates and assumptions affect;

« A portion of the reported amounts of assets and liabilities at the dates of the financial statements:
« Our disclosures about contingent assets and liabilities at the dates of the financial statements and
" A portion of revénues and expenses reported during the periods. - - :

Because these estimates involve judgments, the actual amounts may differ from the estimates.
ACCOUNTING FOR RATE REGULATION

The Arizona Corporation Commission (ACC) and the Federal Energy Regulatory Commission (FERC) regulate
portions of TEP's, UNS Gas' and UNS Electric's utility accounting practices and rates. The ACC authorizes certain
rates charged to retail customers, the issuance of securities, and transactions with affifiated parties. The FERC
regulates TEP's and UNS Electric's rates for wholesale power sales and transmission services.

TEP, UNS Gas and UNS Electric generally use the same accounting policies and practices used by unregulated
companies. Sometimes these principles, such as Financial Accounting Standards Board's (FASB) Statement of
Financial Accounting Standards No. 71, Accounting for the Effects of Certain Types of Regulation (FAS 71),
require special accounting treatment for regulated companies to show the effect of regulation. For example, the -
ACC may not allow TEP, UNS Gas or UNS Electric to currently charge their customers to recover certain
expenses, but instead may require that they charge these expenses to customers in the future. In this situation,
FAS 71 requires that TEP, UNS Gas and UNS Electric defer these items and show them as regulatory assets on
the balance sheet until they are allowed to charge their customers. TEP, UNS Gas and UNS Electric then
amortize these items as expense as they recover these charges from customers. “Similarly, certain revenue items
may be deferred as regulatory liabilities, WhICh are also eventually amortized to the income statement as rates to
customers are reduced.

" The conditions a regulated company must satisfy to apply the accounting policies and practices of FAS 71 include:

= an independent regulator sets rates;
» the regulator sets the rates to recover specific costs of providing service; and
« the service territory lacks competitive pressures to reduce rates below the rates set by the regulator.

CASH AND CASH EQUIVALENTS

We define Cash and Cash Equivalents as cash (unrestricted demand deposﬂs) and all highly liquid investments
purchased wsth an original maturity of three months or less. :

RESTRICTED CASH

Restricted cash represents cash deposits that have withdrawal restrictions, or are set aside for a specific use and
not available for general current operations. Cash deposits that are restricted for a period of less than one year, or
that are restricted as to use but are available to meet specific current operational requirements, are classified on
the batance sheet as Other Current Assets. Balances that are restricted as to withdrawal for more than one year
or are designated for a purpose other than current operations are classified on-the balance sheet as Investments
and Other Property, Other. At December 31, 20086, restricted cash includes cash on deposit in support of our self-
insured medical and workman’s compensation plans, amounts on deposit for credit enhancement with
counterparties and deposits to meet contractual and regulatory requirements.
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UNISOURCE ENERGY CORPORATION T R o
- NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continued) : o

UTILITY PLANT . : . c.
-TEP, UNS Gas and UNS Electric report utrlrty plant at cost. Costs mcluded in Utrlrty Plant are:

Materral and: Iabor

Contractor services,

Construction overhead (where applrcable) and -

An Allowance for Funds Used Durrng Constructron (AFUDC) or caprtahzed mterest durrng construction.

. o o @

AFUDC reﬂects the cost of fi nancmg construct:on for transmlssron and drstrlbutron prolects with borrowed and
equity funds:

o

The component of AFUDC attributable to borrowed funds is included as a reduction of Other Interest Expense on
the income statement. The equity‘component is included in Other Income. The interest caprtalrzed during
construction of TEP' S generatron related construotlon projects is included as a reduction of Other Interest
Expense ot o R o

The table below summarizes TEP's cost of capital, average caprtalrzed interest rates, AFUDC and caprtalrzed
interest for the last three years. The imputed cost of capital on transmission and distribution construction -
expenditures reflects the cost of using borrowed and equity funds to finance construction, and the average
capitalized interest rate applies to generation-related construction expenditures. AFUDC and capitalized interest
are presented in millions of dollars.

TEP

2006 o 2005 7 B - 2004
Cost of capital on transmission and. :
distribution construction expenditures 8.59% 8.20% 8.67%
AFUDC - Debt (in Millions) . $ 1 $ 1 . $ 1
AFUDC - Equity (in Millions) . s 1 $ 1 . $ 1
Average capitalized interest rate during . :
generation-related construction - 5.72% 478% 4.38%
Capitalized interest (in Millions) $ 3 $ -3 - -8

The tables below summarize UNS Gas and UNS Electric’s cost of capital and AFUDC for the last three years. The
imputed cost of capital reﬂects the cost of usrng borrowed and equlty funds to frnance constructron -

. UNS Gas .
. 2006 - 2005 2004
. Cost of capital on construction expenditures - 8.29% 7.83% . 7.85%
AFUDC - Debt (in Millions) % 0.1 % 0.2 3 03~
AFUDC - Equity (in Millions) ) ' $ 0.1 % 02 % 0.3
UNS Electric .
C . ‘2006° 2005 - 2004
Cost of capital on construction expenditures 10.93%° 9 03% Co- 8.73%
AFUDC - Debt (in Millions) 3 0.6 $ 0.2 $ 0.2 '
AFUDC - Equity (in Millions) e $ 0.5 . $ 02 3 0.2

. . -
- i . 1

Depreciétion
TEP, UNS Gas and UNS Electric compute deprematron for owned utility plant ona stralght -line basis at rates
based on the economic lives of the assets. See Note 7. The ACC approves depreciation rates for all plant except

TEP's deregulated generation assets. The deprecrable lives for TEP'S generatron plant are based on remaining
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UNISOURCE ENERGY CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continued) .

useful lives. Note 7 discusses changes made to the depreciable lives of TEP's generation plant. The depreciation
rates for generation plant reflect interim retirements. Interim retirernents of generation plant, together with removal
costs less salvage, are charged to accumulated depreciation.” The costs of planned major maintenance activities
are recorded as the costs are actually incurred. Planned major maintenance activities include the scheduled
overhauls at TEP's generation plants. We expense minor replacements and repairs as incurred.

The depreciable lives for transmission, distribution, general and intangible plant.are based on average lives. The
rates reflect estimated removal costs, net of estimated salvage value for interim retirements. Retirements of
transmission plant, distribution plant, general plant and intangible plant, together with the cost of removal less
salvage, are charged to accumuiated depreciation. Amounts collected through revenues for the net cost of
removal of interim retirements for transmission, distribution, general and intangible plant which are not yet
expended, are reflected as a regulatory liability.

We have summarized the average annual depreciation rates for all utility plants below.

Year TEP "UNS Gas ) UNS Electric

2006 3.11% 2.91% 4.17%
2005 : 3.40% 3.15% " 4.68%

2004 . . 3.80% 2.81% ' 4.38% .
Computer Software C.osts | ‘

TEP, UNS Gas and UNS Electric capitalize all costs incurred to purchase computer software and amortize those
costs over the estimated economic life of the product. If the software is no longer useful, we immediately charge
capitalized computer software costs to expense. We amortized capitalized computer software costs of $7 million
in 2006 and $9 million in 2005 and $8 million 2004,

TEP Utility Plant under Capital Leases

TEP financed the following generation assets with capital leases:
Springerville Common Facilities,

Springerville Unit 1,

Springerville Coal Handllng Facilities, and
Sundt Unit 4.

The following table shows the amount of lease expense incurred for TEP's generation-related capital leases. We
describe the lease terms in TEP Capital Lease Obligations in Note 8.

Years Ended December 31,
2006 2005 2004
-Millions of Dollars-

Lease Expense:

Interest Expense on Capital Leases $ 72 $79 5 86
Amortization of Capital Lease Assets — Included in: -
Operating Expenses — Fuel 4 5 4
Operating Expenses — Depreciation and Amortlzatlon C 22 23 18
Total Lease Expense - $ 98 5107 $108

ASSET RETIREMENT OBLIGATIONS

FASB Statement of Financial Accounting Standards No. 143, Accounting for Asset Retirement Obligations (FAS
143) requlires entities to record the fair value of a liability for a legal obligation to retire an asset in the period in
which the liability is incurred. FASB Interpretation No. 47, Accounting for Conditional Asset Retirement Obligations
(FIN 47), requires entities 1o recerd the fair value of a liability for a iegal obligation to perform asset retirement
activity in which the timing and {or) method of settlement depends on a future event that may or may not be within |
the control of the entity. ‘ _
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We record a liability for the fair value of a conditional asset retlrement oblrgatlon as ‘follows: -
L. o« }
« when we are able to reasonably estimate the fair value of any future oblrgatlon to retire as a result of an
_existing or enacted law, statute, ordinance or contract; or
e ifwecan reasonably estlmate the falr value '

[ i o= » -

When the Irabrlrty is initially recorded, we capitalize the cost by mcreasrng the carrying am0unt of the reIated long-
lived asset. Qver time, we adjust the liability to its present value by recognizing accretion expense as an operating
expense in the income statement each period, and the capitalized cost is depreciated-over the useful life of the -
related asset. Upon settlement. of the liability, we either settle the oblrgatron for its- recorded amount or incur a garn
or loss if the actual costs differ from the recorded amount

EVALUATION OF ASSETS FOR IMPAIRMENT

TEP, UNS Gas and UNS Electric evaluate their Utl!lty Plant and other long- Ilved assets for impairment whenever
events or circumstances indicate that the value of the assets may be impaired. If the falr value of the asset
determined based on the undiscounted expected future cash flows is less than the carrylng value of the"asset, an -
impairment charge would be recorded - - :

Millennium evaluates its rnvestments for |mpa|rment at the end of each quarter Investments are consrdered to be
impaired when a decline in fair value is judged to be other—than-temporary If the fair value iS determrned to be
other- than-temporary an |mpa|rment loss would be recorded “e L -

oL g e

INVESTMENTS IN LEASE DEBT -

' i LY - ' t ' - ll . b“a . LI '
Investments in lease debt are consrdered to be held to- matunty investments becalsé we have the abllrty and
intent to hold until maturity. We record these investments at amortized costs and recognize interest income. -
These investments are presented in Investments in Lease Debt on the balance sheet and classified’as |nvest|ng
activities on the cash flow statements.

4

DEBT

We defer costs related to the issuance of debt. These costs include underwriters’ commissions, discounts or =
premiums, and other costs such as.legal, accounting and regulatory fees and printing costsi-*We amortize these -
costs over the life of the debt using’ the stralght Ime method WhICh approxrmates the effectrve interest method.
. FI ' 3
TEP recognlzes gains and losses on reacquired debt associated with the generation portion of its’ operations as
~ incurred. We defer and amortize the gains and losses on reacquired debt assocrated wrth TEP’s regulated o
. operations to interest expense over the remarnrng life of the original debt .

_UTILITY OPERATING REVENUES

TEP, UNS Gas and UNS Electrlc record utility operating revenues when serwces are. provrded or commodrtres are
delivered to customers. -Operating revenues include unbilled revenues whrch are earned (servrce has been ’
provided) but not billed by the end of an accountrng perlod oo ce A
We estlmate unbilled sales for the month by estrmatrng the number of billed and unbﬂled kth or therms as
applicable, for each billing cycle. We then allocate current month estimated unbilled kWhs or.therms by customer"
class. Finally, we record new unbilled revenue estrmates and reverse unbilled revenue estrmates from the prior, -~
month
We record an Allowance for Doubtful Accounts to reduce accounts recervable for revenue amounts that are |
" estimated to become uncollectible. TEP, UNS Gas and UNS Electric establish-an allowance for doubtful accounts
receivable based on historical experience and any specific customer collection-issues identified. TEP’s allowance -
for doubtful accounts was-$16 million at December:31,'2006 and $15 miltion at December 31, 2005, UNS Gas and
UNS Electnc 5 combmed allowance for doubtful accounts was less than $1 mtllron at December 31 2006 and -

L

LI
' . -
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2006.
FUEL AND PURCHASED ENERGY COSTS
TEP

TEP records fuel inventory, primarily coal, at weighted average cost. TEP uses full absorption costing, under
which, all handling and procurement costs are included in the cost of the inventory. Examples of these costs
inciude direct material, direct labor, overhead costs and mine reclamation expenses. TEP has long-term contracts
for the purchase and transportation of coal with various expiration dates from 2008 through 2020. If certain
minimum quantities of coal are not purchased, the contracts require TEP to pay a take-or-pay fee. TEP expenses
such fees as they are incurred. TEP recorded take-or-pay fees of less than $0.1 million in 2006, 2005 and 2004.
See Purchase and Transportation Commitments in Note 6, below.

UNS Gas

UNS Gas defers differences between actual gas purchase costs and the revenues received to recover such costs
under a Purchased Gas Adjustor (PGA) mechanism. The PGA mechanism addresses the volatility of natural gas
prices and allows UNS Gas to recover its commodity costs through a price adjustor. We may change the PGA
charge monthly based on an ACC approved mechanism that compares the twelve-month rolling average gas cost
to the base cost of gas, subject to limitations on how much the price per therm may change in a twelve-month .
period. The difference between the actual cost of UNS Gas’ gas supplies and transportation contracts and that
currently allowed by the ACC is deferred and recovered or repaid through the PGA mechanism. When under or
over recovery trigger points are met, UNS Gas may request a PGA surcharge or credit with the goal of collecting
or returning the amount deferred from or to customers over a twelve-month period. UNS Gas had a liability for
over recovered purchased gas costs of $11 million at December 31, 2006 which is included in Current Liabilities —
Current Regulatory Liabilities on our consolidated balance sheet and an asset for under recovered purchased gas
costs of $6 million at December 31, 2005 which is included in Regulatory and Other Assets - Other Regutatory
Assets. See Note 2 Regulatory Matters. .

UNS Electric

UNS Electric defers differences between purchased energy costs and the recovery of such costs in revenues.
Future billings are adjusted for such deferrals through use of a Purchased Power and Fuel Adjustment Clause
(PPFAC) approved by the ACC. The PPFAC allows for a revenue surcharge or credit (that adjusts the customer's
base rate for delivered purchased power) to collect or return under or over recovery of costs. UNS Electric had a
liability for over recovered purchased power costs of $6 millicn at December 31, 2006 and $4 million at December
31, 2005 that is included in Deferred Credits and Other Llablhtles Regulatory Liabilities on our consolidated
balance sheet. See Note 2 Regulatory Matters.

INCOME TAXES

GAAP requires us to report some of our assets and liabilities differently for our financial statements than we do for
income tax purposes. We report the tax effects of differences in these items as deferred income tax assets or
liabilities in our balance sheets. We measure these tax assets and liabilities using current income tax rates.
Federal Investment Tax Credits (ITC) as well as applicable state income tax credits are accounted for as-a
reduction of income tax expense in the year in which the credit arigses.

We allocate i mcome taxes to the subsidiaries based on their taxable income and deductqons as reported in the
consolidated tax return filings. . . .

EMISSIONS ALLOWANCES

The Environmental Protection Agency (EPA) issues emissions allowances to qualifying utilities based on past
operational history. Each allowance permits emission of one ton of sulfur dioxide (S0,) in its vintage year or a
subsequent year. TEP receives an allotment of these allowances annually, but UNS Electric does not receive any
since it has no coal-fired generation.. When issued from the EPA, these allowances have no book value for
accounting purposes but may be sold if TEP does not need them for gperations. TEP alse may purchase
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additional allowances if needed. The gains from sales of excess allowances are reflected as a reduction of Other
Operations and Maintenance expense on the income statement and are recognrzed when tltle passes

DERIVATIVE FINANCIAL INSTRUMENTS

TEP uses derivative financial instruments including forward power sales and purchases and gas swaps to manage
exposure to energy price risk. TEP entered into an'interest rate swap to reduce the risk associated with -
unfavorable changes in the variable interest rate.on the Springerville Common Lease.. UNS Electric enters into
forward power purchase agreements that meet the definition of derivatives. MEG enters into swap agreements,
options and forward contracts relating to Emission Allowances. TEP, UNS Electric and MEG record derivative
instruments at fair value. . To reflect the market prices at the end of the month, TEP, UNS Electric and MEG record
unrealized gains and lossés and adjust the related assets and liabilities on a-monthly basis. In December 2008,
the ACC granted UNS Electric an accounting order to record the unrealized gains and losses as a regulatory asset
or a regulatory liability. As these contracts settle, the actual costs of the power purchased are charged to'the
PPFAC. Certain of TEP’s derivatives meet the criteria for cash flow hedge accounting. See Note 5, Accounting for’
Derivative Instruments, Trading Activities and Hedging ACtIVItteS

We report TEP, UNS Electric and MEG’s derivative actwltres as follows:

® y e

. : . _ Financial Statement Line’

Net Unrealized Gains Net Realized Gams
and Losses and Losses
TEP Forward Power Sales — Cash o .
Flow Hedges Other Comprehensive Income Electric Wholesale Sales
TEP Forward Power Purchases - : E : -
Cash Flow Hedges Other Comprehensive Income - Purchased Power -
TEP Forward Power Sales " Electric Wholesale Sales Electric Wholesale Sales
TEP Forward Power Purchases Purchased Power Purchased Power
TEP Gas Price Swaps — Cash Flow : )
Hedges . - Other Comprehensive Income Fuel Expense
TEP Interest Rate Swap - Other Comprehensive Income Interest on Capltal Leases ,
UNS Electric Forward Power Deferred Credits and Other
Purchases Liabilities - Other Regulatory .
. Liabilities- Purchased Energy
MEG Tradlng Actlwtles ] Other Operating Revenues Other Operatlng Revenues

Although we report MEG's realized'gains and losses on trading activities on a net basis in our income statement,
we report the related cash recespts and cash payments separately in our statement of cash flows.

We report TEP, UNS Electric and MEG's denvatrve assets and tlabllmes as follows:

Balance Sheet Line -

Agsets . Liabilities
TEP - Current : T © Trading Assets ° Trading Liabilities
TEP — Noncurrent - S o Other Assets Other Liabilities
UNS Elegtric — Noncurrent ' ' *-  OtherAssets, * ° Other Liabilities,

MEG — Current - - Trading Assets | Trading Liabilities™

SHARE-BASED COMPENSATION

Effective January 1, 2005, we prospectively adopted Statement of Financial Accounting Standards No. 123(R),
Share Based Payment (FAS 123(R)). Before January-1, 2005, we accounted for our share based compensation
under the principles of APB Opinion No. 25, Accounting for Stock Issued to Employees (APB 25), and related
interpretations and. applled the disclosure only guidance i in Financial Accountmg Standards No. 123, Accounting
for Stock-Based Compensation: Our share-based compensation plans are described more fully in Note 13.

All our stock options-were granted with an exercise price equal to the market value of the stock at the date of the
grant. Accordlngly, before January 1, 2005, ‘unider the provisions of APB 25 no compensation expense was
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recorded for these awards.. However, compensation expense was recognized for restricted stock, stock unit and
performance share awards over the performance/vesting period. Beginning January 1, 2005, under the provisions
of FAS 123(R), we began recognizing compensation expense over the vesting period for the fair value of new
stock options granted.

The following table illustrates the effect on our Net Income and earnings per share as if we had appﬁéd the fair
value recognition provisions of FAS 123 to all share based employee compensation awards that vested during the
year ended December 31, 2004:

-Thousand of Dollars-
’ L . {except per share amounts)
Net Income = As Reported - - $ 45,919
Add; Stock-hased employee compensatlon expense included in
reported net income, net of related tax effects T

1,535

Deduct: Total stock-based employee compensation expense

determined under fair value based method for all awards, net of

related tax effects (2,314)
Pro Forma Net Income - : § 45140

Earnings per Share;
Basic — As Reported
Basic — Pro Forma

Diluted — As Reported
Dituted — Pro Forma -

A B hA A

NEW ACCOUNTING STANDARDS

The FASB recently issued the following Statements of Financial Accounting Standards (FAS), FASB
Interpretations {FIN}), FASB Staff Positions (FSP), and Emerging Issues Task Force Issues (EITF):

s EITF 06-3, How Taxes Collected from Cusfomers and Remitted to Governmental Authorities Should Be
Presented in the income Statement (that is, Gross versus Net Presentation), approved June 2006,
requires that we disclose our accounting policy regarding presentation of taxes on either a gross (included
in revenues and costs) or a net (excluded from revenues) basis. Additionally, we must disclose the
amounts of any taxes reported on a gross basis in interim and annual financial statements. EITF 06-3 is
effective for intenm and annual reportlng periods beginning after December 15, 2008. See Note 11 for our
disclosures. . . ,

s FIN 48, Accounting for Uncertainty in Income Taxes — an interpretation of FAS 109, issued July 2006,
requires us to determine whether it is “more-likely-than-not” that a tax position will be sustained upon
examination, including resclution of any related appeals or litigation processes, based on the technical
merits of the position. Once it is determined that a tax position meets the more-likely-than-not recognition
threshold, the position is measured to determine the amount of benefit to recognize in the financial
statements. Additionally, FIN 48 requires disclosure of a roliforward of total unrecognized tax benefits.
FIN 48 is effective for fiscal years beginning after December 15, 2006. We recognized between $1 million
and $2 million of income as an increase to Common Stock Equity on January 1, 2007 on the adoption of
FIN 48.

» FAS 157, Fair Value Measurement, issued September 2006, defines fair value, establishes a framework
for measuring fair value, and expands disclosures about fair value measurements. FAS 157 clarifies that
the exchange price is the price in the principal market in which the reporting entity would transact for the
asset or liability. We are required to disclose inputs used te develop fair value measurements and the
effect of any of our assumptions on earnings or changes in net assets for the period. FAS 157 is effective
for financial statements issued for fiscal years beginning after November 15, 2007, and interim periods
within those fiscal years. We are evaluating the impact of FAS 157 on our financial statements, and will
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incorporate these additional disclosure’ requirements in our fi nancral statements for the quarter ended
March 31, 2008. :

o. FSP AUG-AIR-1 .rAccounting for Planned Major Maintenance Aclivities, issued September 20086, prohibits
-, the use of the accrue-in-advance method 6f accounting for planned major maintenance activities éffective
in fiscal years beginning after Decémber 15,,2006. As we do not accrue planned major.maintenance:
activities in advance, we antrmpate no |mpact on our financial statements from the adoptlon of this FSP

« FAS 158, Employers’ Accountmg for Defrned Benefit Pension and.Other Postretrrement Plans, issued
September 2008, requires recognition of the overfunded or underfunded status of a défined benefit
postretirement ptan measured as the difference between the fair value of the plans assets and benefit
obligation. FAS 158 is effective for fiscal years endrng after December 15, 2006. See Note 12 for the -
incremental effect of adoptlng FAS 158

-t
~

e Inthe third quarter of 2006, the Penslon Protectlon Act of 2006 was signed into law, whrch WI|| be effective
-January 1, 2008.- The new law will affect the manner in which many companies, including UniSource =
[Energy,-administer their pension plans. The legislation will require companies to increase the amount by
which they fund their pension.plans, increase premiums to the Pension Benefit Guaranty Corporatlon for
* defihed benefit plans, amend plan documents and provide additional dlsclosures in regulatory fi ilings and
to plan partrcrpants We are currently assessrng the lmpact |t may have on our financial statements

1. . B . CY . < ." - .
RECLASSIFICATIONS S ‘ . Con - o W
We rectassrf ed pnor year fi nancral statements and footnotes for comparatwe purposes These reclassrt’ catrons
had no effect on Net income.

NOTE 2. REGULATORY MATTERS

TEP RATES AND REGULATION T REEE

Upon approval of the TEP Settlement Agreement in 1999 TEP dlscontrnued regulatory accountlng under FAS 71
for its generation operations. TEP contrnues‘ to report its transmission and distribution operations under FAS 71.

TEP Settlement Agree‘ment“

In 1999, the ACC approved the Rules for the introduction.of retail electric competition in Arizona, as well as the
Settlement Agreement:between TEP and certain customer groups related to the implementation of retail electric
competltlon in Arizona. - L o A , g

'
&

The Rules and the Settlement Agreement establlshed

' ar . ' - . o

» a period from November 1939 through 2008 for TEP fo transition its generatlon assets from a.cost of
service based rate structure to a market, or. competltwe rate structure;.

« the recovery through rates during the transition period of $450 million of stranded generatron costs through
a fixed competitive transition charge (Fixed CTC);

+ capped rates for TEP retail customers through 2008;
an ACC interim review of TEP retail rates in 2004;
unbundiing of electric services with separate rates or prices for generation, transmission, distribution,
metering, meter reading, billing and collection, and ancillary services;

s aprocess for ESPs to become licensed by the ACC to sell generation services at market prices to TEP
retail customers;.

» access for TEP retail customers to buy market prlced generation services: from ESPs begmnlng in 2000
(currently, no TEF customers are purchasing generation services from ESPs); .

» transmission and distribution services would remain subject to regulation on a cost of service basis; and

s beginning in 2009, TEP’s generation would be market-based and its retail customérs wou!d pay the market
rate for generation services.
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2004 General Rate Case Information _

In June 2004, as required by the Settlement Agreement, TEP filed general rate case information with the ACC.
While TEP's filing did not propose any change in retail rates, the filing, with a test year ended December 31, 2003,
showed that TEP was experiencing a revenue deficiency of $111 million, reflecting the need for an increase in
retail rates of 16%. -

Beginning in May 2005, TEP filed a series of pleadings with the ACC to resolve the uncertainty surrounding the
methodology that will be applied to determine TEP's rates for generahon service after 2008. ’

2006 Proceedlngs
In April 2006, the ACC ordered that a procedure be established to allow for a review of:

« the Settlement Agreement and its effect on how TEP’s rates for generation services w1II be determined
after December 31, 2008; : - : .

» TEP's proposed amendments to the Settlement Agreement; and

¢ demand-side management (DSM), renewable energy standards (RES), and time of use tarn‘fs (TOU)

In August 2006, TEP filed testlmony in the ACC proceedings statlng that TEP believes it is entltled to charge
market-based generation service rates in 2009 and is in compliance with the Settlement Agreement. In addition,
TEP offered a Market Phase-in proposal and a Cost-of-Service Proposal as alternatives to charging market-based
generation service rates after December 31, 2008. :

Transition Recovery Asset

TEP’s Transition Recovery Asset consists of generation-related requlatory assets and a portion of TEP’s
generation plant asset costs. Transition costs being recovered through the Fixed CTC include: (1) the Transition
Recovery Asset; (2) generation-related plant assets included in Plant in Service on the balance sheet;.and (3)
excess capacity deferrals related to operating and capital costs associated with Springerville Unit 2 which were
amortized as an off-balance sheet regulatory asset through 2003.. These transition costs were amortized as
follows: v

N Years Ended December 31,

. , 2006 2005 2004
- i - . -Millions of Dollars-
Amortization of Transition Costs Being Recovered through the Fixed CTC: )
Transition Costs Being Recovered through the Fixed CTC, beginning of year $185 . $247  § 302
Amortization of Transition Recovery Asset Recorded on the income Statement (66) (56) (50)
Amortization of Generation-Related Plant Assets -~ .- ‘ . {7) {6) {5)
Transition Costs Being Recovered through the Fixed CTC, end of year $ 112 $185  § 247
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We amortized the portion of the Transition Recovery Asset that is recorded on the balance sheet as follows:

' Years Ended December 31,
! 2006 2005 2004

‘ L . - -Millions of Dollars-
~ Amortization of Transition Recovery Asset Recorded on the Balance Sheet: '

Transition Recovery Asset, beginning of year : : $168 $224 $274
Amortization of Transition Recovery Asset Recorded on the Income Statement __(66) (56) (50
' Transrtlon Recovery Asset, end of year $102 $168 . $224

The.remaining transition costs being recovered through the Fixed CTC differ from the Transition Recovery Asset
recorded.on the balance sheet as follows: .

+ - . ) . *

December 31,

2006 2005
- . -Millions of Dollars-
Transition Costs Being Recovered through the Fixed CTC, end of year - ‘ $ 112 . $ 185,
Unamortized Generation-Related Plant Assets - {10) {17)
Transition Recovery Asset, end of year e - ' $ 102 S 168 -

We will amortize the remaining Transition Recovery Asset balance as costs are recovered through rates untll TEP
has recovered $450 m|II|on of transition costs or until December 31, 2008, whichever occurs ﬁrst

Other Regulatory Assets and Llabrlmes

In addition to the Transition Recovery Asset related to TEP's generation assets, we recover the followrng
regulatory assets and liabilities through TEP's transmission and dlstrlbutron businesses:

December 31,
2006 2005
-Mi[lions_ of Dollars-

Current Regulatory Assets

Property Tax Deferrals’ - . %9 $9

Self-Insured Medical.Deferrals . 1 1
Total Current Regulatory Assets. ’ ' o : 10 10
Income Taxes Recoverable through Future Revenues : ! - -3 40
Other Regulatory Assets ‘ o .

Pension Asset ) ' - 32 o

Deregulation Costs ) S , : A3 13

Unamortized Loss on Reacqurred Debt R e o 1 8
Total Other Regulatory Assets " - : : S - $52 < $2N
Other Regulatory Liabilities ' ) ' ST '

Net Cost of Removal for Interim Retlrements . ' ‘$80 . 375

Regulatory assets are either being collected in rates or are expected to be collected through rates in a future -
period, as described below:

» Property Tax, Self-Insured Medical Deferrals are recorded based on historical ratemaking treatment
allowing TEP ta recover property taxes and self-insured medical costs. While these assets do not earn a
~return, they are fully recovered in rates over an approximate one-year period.
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+ Income Taxes Recoverable Through Future Revenues are currently earning a return and are approved by
the ACC.

s Pension Assets were recorded in 2006 as based on past regulatory actions, TEP expects to recover in
rates the transmission and distribution portion of the underfunded Salaried and Union pensian plans. TEP
does not earn a return on these costs.

-« Deregulation costs were incurred to comply with various ACC deregulation orders. TEP received ACC
approval to defer these costs. The recovery period will be determined in TEP's next rate case. TEP does
not earn a return on these costs.

» Unamortized Loss on Reacquired Debt Costs related to TEP's regulated business are, in accordance with
FERC guidelines, amortized cver the remaining life of the related debt instruments., While the asset is not
included in rate base, the amortization is included in the ratemakmg calculation of the cost of debt. TEP
does not earn a return on these costs.

Regulatory liabilities represent items that we expect to pay to customers through billing reductions in future periods
or use for the purpose for which they were collected from customers, as described below:

» Net cost of Removal for Interim Retirements represents an estimate of the cost of future asset retirement
obligations.

Income Statement Impact of Applying FAS 71

The amortization of TEP's regulatory assets affected. UniSource Energy's income statements as follows:

Years Ended December 31,
2006 - 2005 2004
-Millions of Dollars-

Operating Expenses .
Amortization of Transition Recovery Asset $66 .. $56 , $ 50.

Depreciation related to Net Cost of Removal of Interim o

Retirements 5 7 7
Interest Expense .

Long-Term Debt 1 2 -
Income Taxes 5 5 5

Total $ 77 $70 $ 62

If TEP had not applied FAS 71 in these years, the above amounts would have been reflected in the income
statements in prior periods. The reclassification of TEP’s generation-related regulatory. assets to the Transition
Recovery Asset shortened the amortization period for these assets to nine years. . .

Future Implications of Discontinuing Application of FAS 71

TEP continues to apply FAS 71 to its regulated operations, which include the transmission and distribution portions
of its business. TEP regularly assesses whether it can continue to apply FAS 71 to these operations. If TEP
stopped applying FAS 71 to its remaining regulated operations, it would write-off the related balances of its
regulatory assets as an expense and its regulatory liabilities as income on the income statement. Based on the
regulatory asset balances, net of regulatory liabilities, at December 31, 2006, if TEF had stopped applying FAS 71
to its rermaining regulated operations, TEP would have recorded an extraordinary after-tax loss of approximately
$71 million. While regulatory orders and market conditions may affect cash ﬂows TEP's cash flows would not be
affected if we stopped applying FAS 71.
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UNS GAS RATES AND REGULATION

Eriergy Cost Adjustment Mechanism - - e
UNS Gas' retail rates include a PGA mechanism intended to address the volatility of natural gas prices and allow
UNS Gas to recover its actual commodity costs, including transportation, through a price adjustor. The difference
between UNS Gas actual gas and transportation costs and the cost of gas and transportation recovered through
base rates are déferred and recovered or repaid through the PGA mechanism.

The PGA mechanrsm has two components, the PGA factor and the PGA surcharge or credit. The PGA factor
compares the twelve-month rolling weighted average gas cost to the base cost of gas, and automatically adjusts
monthly, subject to limitations,-on haw much the price per therm may change in a twelve-month 'penod The actual
gas and transportation costs that are either under- or over-collected through the base rate’ of $0.40 per therm or .
$4.00 per MMBtu and the PGA factor are charged or credited to a balancmg account (PGA bank}. -

The current annual cap on the maximum increase in the PGA factor is $0.10 per therm ina twelve mohth period.

In January 2006, UNS Gas filed a request with the ACC to increase the cap to altow for more tlmely recovery.of
actual gas costs. In July 20086, UNS Gas requested this application be consolldated with its general rate case
proceeding. See General Rate Case Filing, below .

When ACC-desrgnated under— or over-recovery trtgger pomts of $6 2 mllllon and $4 5 mrllron respectrvely, are

" met, UNS Gas may request'a PGA surcharge or credit with the goal of collecting or returning the amount deferred
from or to customers over a penod deemed appropriate by the ACC. o . .

In 2005, the ACC approved the PGA surcharges from November 2005 to AprrI 2007. In December 20086, the ACC
approved a proposal by UNS Gas that lowered the PGA surcharge to $0.05 per therm in December 2006. The
$0.05 per therm PGA surcharge erI remam |n effect through Aprrl 2007

Surcharge Amount N . :
Per Therm Period In Effect ,
$0.15 November.2005 — February 2006
$0.25 March 2006 — April 2006 L
$0.30 May 2006 — June 2006
-~.%0.35 ., | July 2006 — September 2006- . | r o
o $0.25 . ~Qctober 2006 — November 2006 . v
$0.05 December 2006 — April 2007 ., .| - '

Based on current prolecttons of gas prices, UNS.Gas believes that the lower surcharge amount will allow it to
timely recover its gas costs and still provide rate relief to its customers. . However, changes in the. market price for .
gas, sales volumes and surcharge amount could significantly change the PGA bank balance in the future.

The following table shows the balance of purchased gas costs: ) N

December 31,
Tt 2006 - .7 2005~
-Millions of Doliars-

(Over)/Under Recovered Purchased Gas Costs - Regulatory ) :

Basis as Billed to Customers oo "% (2 ' $ 16
Estimated Purchased Gas Costs Recovered through Accrued - 9 ' (10)
Unbilled Revenues ' ; '

(Over)IUnder Recovered Purchased Gas Costs (PGA) e ..
Included on the Balance Sheet - ' 5011 . $ 6

) . R . - . N
’ . . . . b M .

-70 -




UNISOURCE ENERGY CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continued) B

Other Regulatory Assets and Liabilities

In addition to the Under/(Over) Recovered Purchased Power Costs, UNS Gas has the following Regulatory Assets

and Llabllmes

December 31,

2006 2005
Other Regulatory Assets
Pension Assets ' ‘ ' . $ 1. $ -
Other Regulatory Assets ' - 1 -
Total Other Regulatory Assets ' - 2 -
Other Regulatory Liabilities -
Net Cost of Removal for Interim Retirements $ 4 '$ 3

Regulatory assets are either being collected in rates or are expected to be collected through rates ina future
period, as described below:

= Pension Assets were recorded in 2006 as based on past regulatory actions, UNS Gas expects to recover
in rates the UNS Gas portion of the underfunded pension plan for UNS Gas employees. UNS Gas does
not earn a return on these costs.

+ Other Regulatory assets refate primarily to UNS Gas’ low income assistance program. These deferrals
were authorized by the ACC and are included in rate base and consequently eam a return.

Regulatory liabilities represent items that we expect to pay to customers through bllllng reductions in future perrods
or use for the purpose for which they were collected from customers, as described below:

» Net cost of Removal for Interim Retirements represents an estimate of the cost of future asset retirement
obligations.

General Rate Case Filing -

in July 2006, UNS Gas filed a general rate with the ACC requesting a total rate inc'rease of 7% to cover a revenue
deficiency of $10 million. This increase is necessary because of the growth in UNS Gas’ service territory and the
related increase in capital expenditures and operating costs. '

UNS Gas also requested modifications to its PGA mechanism to help address problems posed by volatile gas
prices, inappropriate price signals to customers and the potential for over- or under collectlons to result in the
accumulation of large bank balances.

UNS Gas expects the ACC to rule on its rate case in the second half of 2007. Under the terms of the UES
Settlement Agreement, new rates cannot go into effect before August 1, 2007.

Income Statement Impact of Applying FAS 71

If UNS Gas had not applied FAS 71, net income would have been $11 million higher in 2006 as UNS Gas would
have been able to recognize over-recovered gas costs as a credit to the income statement rather than record a
regulatory liability. In 2005, net income would have been $2 million lower had UNS Gas not been able to defer
under-recovered gas costs as a reguiatory asset. ' '

Future Implications of Discontinuing Application of FAS 71

UNS Gas regulatory liabilities exceeded its regulatory assets by $13 million at December 31, 2006. Regulatory
assets exceeded regulatory liabilities by $3 million at December 31, 2005. UNS Gas regularly assesses whether it
can continue to apply FAS 71. If UNS Gas stopped applying FAS 71 to its regulated operations, UNS Gas would
write-off the related balance of its regulatory assets as an expense and write-off its regulatory liabilities as income
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on the income statement. Based on the regulatory asset and liability balances, if UNS Gas had stopped applying
FAS 71 to its regulated operations, UNS Gas would have recorded an extraordinary after-tax gain of $8 million at
December 31, 2006. Discontinuing application of FAS 71 would not affect UNS Gas cash flows. .

UNS ELECTRIC RATES AND REGULATION ' S
Energy Cost Adjustment Mechanism

UNS Electric’s retail rates include a PPFAC, which allows for a separate surcharge or surcredit to the base rate for -
delivered purchased power to collect or return under- or over-recovery of costs. The ACC approved a PPFAC
surcharge of $0. 01825 per kWh to recover transmission costs and the cost of the current full- requurements power
supply agreement with PWMT.

General Rate Case Filing

In December 2006, UNS Electric filed a general rate case with the ACC requesting a total rate increase of 5.5% to
cover a revenue deficiency of $9 million. The increase is necessary because of the growth in UNS Electric’s
service territory and the related increase in capital expenditures and operating costs.

UNS Electric expects the ACC to rule on its rate case-in late 2007. Under the terms of the UES Settlement.
Agreement, new rates cannot go into effect before August 1, 2007.

UNS Electric also requested that a new PPFAC surcharge take effect when the current power supply agreement
with PWMT expires in May 2008. , .

Regulatory Assets and Liabilities

UNS Electric’s regulatory assets and liabilities were as follows:

: . o - December 31,
2006 2005
-Millions of Dollars-

Current Regulatory Assets ) _
Pension Asset ' $ 1 $ -

Current Regulatory Liabilities ;
‘Deferred Environmental Portfollo Surcharge o ’ ' $ 2 .8 2.
Other Regulatory Liabilities

Over Recovered Purchase Power Costs 6 4

Derivatives 3 -

Net Cost of Removal for Interim Retirements ) 2 1
Net Regulatory Liabilities ' $ 12 $ 7

Regulatory assets are either being collected in rates or are expected to be collected through rates in-a future
pericd, as described below: : . . e .
¢ Pension Assets were recorded in 2006 as based on past regulatory actions, UNS Electric expects to
recover in rates the UNS Electric portion of the underfunded pension plan for UNS Electric employees. -
UNS Electric does not earn a return on these costs.

Regulatory liabilities represent items that we expect to pay to customers through billing reductions in future periods
or use for the purpose for which they were collected from customers, as described below.
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» Deferred Environmental Friendly Portfolic Surcharge represents-amounts the ACC has authorized UNS
Electric to collect, through customer billings, for environmental |mprovement prOJects The amounts are
deferred until they are spent on their intended use.

» UNS Electric defers differences between purchased energy costs and the recovery of such costs in

- revenues. Future billings are adjusted for such deferrals through use of a Purchased Power and Fuel
Adjustment Clause (PPFAC) approved by the ACC. The PPFAC allows for a revenue surcharge or
surcredit (that adjusts the customer’s base rate for delivered purchased power) to collect or return under-
or over-recovery of costs.

s in December 2006, the ACC granted UNS Electric an Accountmg Order authorizing regulatory deferral of
unrealized gains and losses on derivative forward purchase contracts that are required to be marked-to-
market under FAS 133. '

» Net cost of Removal for Interim Retirements represents an estimate of future asset retirement obligations.

Income Statement Impact of Applyihg FAS 71

If UNS Electric had not applied FAS 71, net income would have been $3 million hlgher in 2006 and $1 million
higher in 2005, as UNS Electric would have been’ able to recognize over-recovered purchased power costs as a
credit to the income statement rather than record an increase to regulatory liabilities.

Future Impllcatlons of Dlscontlnumg Application of FAS 71

UNS Electric regularly assesses whether it can continue to apply FAS 71 to its operatlons If UNS Etectric stopped
applying FAS 71 to its regulated operations, it would write-off the related balances of their regulatory assets as an
expense and would write-off its regulatory liabilities as income on the income statement. Based on the regulatory -
asset and liability balances, if UNS Electric had stopped applying FAS 71 fo its regulated operations, it would have

- recorded an extracrdinary after-tax gain of $7 million at December 31, 2008. Discontinuing application of FAS 71
would not affect UNS Electric’s cash flows.

NOTE 3. ACCOUNTING CHANGE: ACCOUNTING FOR ASSET RETIREMENT OBLIGATIONS

In 2005, TEP implemented FIN 47. The imptementation of FIN 47 required TEP to update an existing inventory,
originally created for the implementation of FAS 143, and to determine which, if any, of the conditional asset
retirement obligations could be reasonably estimated. The significant condltlonal asset retirement obligations
identified include:

"« The removal and disposal of asbestos at the Sundt Generating Station
» Remediation of the evaporative ponds upon decommissioning of our generatlng stations
e The disposal of equipment contaminated with polychlorinated biphenlys (PCBs) in our distribution system.

In determining whether its conditional asset retirement obligations could be reasonably estimated, management
considered TEP’s past practices, industry practices, management’s intent and the estimated economic life of the
assets. Management then estimated the fair value of the condmonal asset retirement obhgatlons using an
expected present value technlque

Upon implementation of FIN 47, we recorded an asset retirement obligation of $16 million at its net present value
of $3 miillion, increased depreciable assets by an immaterial amount for asset retirement costs and recogmzed the
cumulative effect of accounting change as a loss of less than $1 million net of tax. Had FIN 47 been in effect in
2004, there would be no change in reported financial results.

-
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NOTE 4. SEGMENT AND RELATED INFORMATlON
We have’ three reportable segments that are determlned based on the way we orgamze our operations and
evaluate performance A g -

.

A

{1y TEP, a vertrcally mtegrated electric utrlrty business, is our largest subsrdrary .
{2) UNS Gas is a regulated gas distribution utility business. . T e T
(3) UNS Electric is a regulated electric d|str|butron utility busrness ) ' " e -

The Uanouroe Energy, UES and Millennium holdrng companres UED and several other subsrdrarres and equity
investments, which are not considered reportable segments, are included in-All Other. -All Other also includes the -
discontinued operations of Global Solar. As discussed in Note 16, at March 31, 2006, Millennium sold all of the
common stock of Global Solar and the results of operations of Global Solar are reported as a-discontinlied :
operation for all periods presented Through affiliates, Millennium holds investments in: several unreguilated energy )
-and emerging technology companles UED develops generatrng resources and performs other prOJect i

development actrvrtles . ‘ g _ AL SR

.. . s . .- 4 -t - . . - - r -

Slgnlfcant revenues and expenses mcluded in All Other include the followrng ' oot -' ) ;~.

+ .in 2006, Millennium recorded an after-tax loss of approxrmately $2 mrllron related to the dlscontlnued
operations and disposal of Global Solar . v .

+« In 2005, Millennium recorded an after-tax gain of $2 million related toa galn on the sale of an mvestment

© by one of its investees.. Millennium also recognized an impairment loss of $1 million in 2005 related to

'thé sale of one of its invéstments in January 20086. Ce s
« In 2004, Millennium recérded an after tax galn of 33 mrllron related to galns and Iosses on sales of
* investments by its mvestees Lo e . oL ;

s In 2004 UED recognrzed an rmparrment Ioss on the entrre $2 mrllron balanoe of a note recervable
Reconcrllng adjustments consrst of the elrmrnatron of mtercompany actlvrty and balances Mrllennrum $.
~ subsidiariés récorded révenue from trangactions with TEP of $14 million in 2006, $12 riillion in 2005 and $13
million in 2004. TEP’s reported expense. Millennium’s revenue and TEP's related expense are eliminated in
UniSource Energy consolidation. . Other significant reconciling adjustments include the elimination of investments
in subsidiaries held by UniSource Energy, the intercompany note between UniSource Energy and TEP, the related
interest income and expense on the note and reclassifications of deferred tax assets and liabilities. UniSource
Energy repaid the mtercompany note in 2005. See Note 8.

QOur portion of the net income (Ioss) of the entrtles in which TEP and Millennium own a voting interest or have the
abrllty to exercise significant influence is shown below in Net Income (Loss) from Equity Method Entities.
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We disclose selected fmanual data for our reportable segments in the following tables: -

Reportable Segments

UNS UNS All Reconciling  UniSource
2006 TEP Gas - Electric Other Adjustments Energy
Income Statement _ T -Millions of Dollars- o
Qperating Revenues — External $. 996 % 162 $ 180 $§ (N 5 - $ 1,317
"Operating Revenues — Intersegment 2 - - 15 (17) -
Depreciation and Amortization 112 7 11 1 - 131
Amortization of Transition Recovery - .

-Asset 66 - - - - 66
Interest Income 186 - - 3 - 19
Interest Expense 127 7 5 13 . - 152
Income Tax Expense (Benefit) 42 3 3 4 - “44
Discontinued Operations — Net of Tax - - - (2} - (2)

“Net Income (Loss) 67 4 5 (9 - 67

Cash Flow Statement : ) . .
Net Cash Flows — Operating Activities 227 32 14 10 - 283
Net Cash Flows — Investing Activities — o

Capital Expenditures "(156) (23) {39) f20) - ' - (238)
Net Cash Flows - Investing Activities —

Investments in and Loans to Equity
.Method Entities - - - (5) - (5)
Net Cash Flows — Investing Activities —

Other - (26) - - 23 - - (3)
Net Cash Flows — Financing Activities (79} {4) 22 (14) (2) {77)

Balance Sheet ’ 4 ‘ :
Total Assets : 2,623 253 195 1038 (922) 3,187
Investments in' Equity Method Entities 3 - - 27 - 30
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Reportable Segments

UNS UNS All Reconciling ." UniSource
2005 TEP Gas Electric Other  Adjustments Energy
Income Statement o N -Millions of Dollars-, -
Operating Revenues — External $ 935 $. 138 . % .150 % 1 $ - $ 1,224
Operating Revenues - Intersegment -2 - - 13 {15) L.
Depreciation and Amortization 115 7. 10 1 P - 133
Amortization of Transition Recovery . .. N -

Asset 56 - - - . 56
Interest Income 21 - - - M 20
Net Income from Equity Méthod Entmes - . = - 2 - 2
Interest Expense - - 140 B 5 11 (2) 160
Income Tax Expense (Benef t) - 34 '3 3 (2) - 38
Discontinued Operations — Net of Tax" - - - (5) - (5)
Net Income (Loss) : 48 5 5 (12) - 46

Cash Flow Statement . : - . o
Net Cash Flows - Operating Activities 243 14 21 7 4 - 274
Net Cash Flows — Investing Actwltles - . , : : I

Capital Expenditures ST (B0 ¢ T(23) (30) - - i (203)
Net Cash Flows — Investing Actlwtles - ‘ . ' :

Investments in and Loans to Equity N . -

Method Entities . - - - (5) - . {8)
Net Cash Flows - lnvestlng Actlvmes - e .

Other - . - L2, - - 17 L2 - 38
Net Cash Flows — Fmanclng Actlwlles {174) 15 8 30 (1) {113)

Balance Sheet : . ‘ - .
Total Assets 2,617 233 161 1,043 (874} 3,180
Investments in Equity Method Entmes 2 - - 25 - 27.

2004 )

Income Statement ) . ’
Qperating Revenues — External_ $ .887  § 129 § 144 $. 5 3 - . . $ 1,165
Operating Revenues — Intersegment 2 - - 4 . (16) ) -
Depreciation and Amortization . 117 5 9 1 - 132
Amortization of Transition Recovery' . -

Asset i . 507 - - - - 50
Interest Income .~ - 29 - : - (9) 20
Net Loss from Equity Method Entities - N - 6 - . 6
Interest Expense 157 6 5. 9 (9) . 168
Income Tax Expense {Benefit). 35 4 3 (5) - 37
Discontinued Operations — Net of Tax - - - {5) - (5)
Net Income (Loss) 46 6 4 (10) - 46

Cash Flow Statement . i
Net Cash Flows — Operating Activities 275 21 18 (3) (5) 307
Net Cash Flows — Investing Activities = . ST

Capital Expenditures _{130) (19) (19) - 1 (167}
Net Cash Flows — Investing Activities — C :

Investments in and Loans to Equity .

Method Entities - - - "{4) - (4)
Net Cash Flows — Investing Activities — S

Other 4 - - 11 - - 15
Net Cash Flows — Financing Activities (101) (1) (2) 4 {88)

Balance Sheet -
Total Assets 2,742 201 135 961 {852) 3,187
Investments in Equity Method Entities 2 - - 34 - 36
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NOTE 5. ACCOUNTING FOR DERIVATIVE INSTRUMENTS, TRADING ACTIVITIES AND HEDGING
ACTIVITIES

TEP INTEREST RATE SWAP
in June 2006, TEP entered intc an interest rate swap to reduce the risk of unfavorable changes in variable interest
rates related to changes in LIBOR. The swap has the effect of converting approximately $37 million of variable
rate lease payments for the Springerville Common Lease to a fixed rate through January 1, 2020. The swap is
designated as a cash fiow hedge for accounting purposes. The changes in interest payments related to changes
in LIBOR were completely offset by the interest rate swap in the last half of 2006. At December 31, 2006, the fair
value of the swap of approximately $2 million is recorded in Other Liabilities and the unrealized loss is recorded in
Other Comprehensive Income, a component of Commaon Stock Equity. Amounts accumulated in Other
Comprehensive Income will be reclassified to Interest on Capital Leases over the term of the lease. At December
31, 2006, we expect less than $1 million to be reclassified into earnings over the next 12 months.

TEP FUEL AND POWER TRANSACTIONS

TEP enters into forward contracts to purchase or sell a specified. amount of capacity or energy at a specified price
over a given period of time, within established limits to take advantage of faverable market opportunities and
reduce exposure to energy price risk resulting from generation and procurement of power. In general, TEP enters
into forward power purchase contracts when market conditions provide the opportunity to purchase energy for its
load at prices that are below the marginal cost of its supply resources or to supplement its own resources (e.g.,
during plant outages and summer peaking periods). TEP enters into forward power sales contracts when it
forecasts that it has excess supply and the market price of energy exceeds its-marginal cost. In addition, TEP has
natural gas supply agreements under which it purchases all of its gas requirements at spot market prices. In an
effort to minimize price risk on these purchases, TEP enters into price swap agreements under which TEP
purchases gas at fixed prices and simultaneously sells gas at spot market prices. :

All of TEP’s forward power sale contraets and forward powef purchase contracts meet the accounting definition of
a derivative. Under the accounting rules, TEP has three types of derivatives related to forward purchase and sales
contracts.

+ Normal Purchase and Sale - A portion of TEP’s forward power contracts are considered to be normal
purchases and sales and, therefore, are not required to be marked to market.

» Cash Flow Hedges - Some of TEP's forward power contracts and all of the gas swap agreements are
accounted for as cash flow hedges. Unrealized gains and losses resulting from the change in the fair
value of derivatives that meet the criteria for cash flow hedge accounting are recorded in Other
Comprehensive Income, rather than in current earnings. Unrealized gains and losses are reclassified
into earnings when the related transactions settle or terminate. There were no gains-or losses
recognized in Net Income related to hedge ineffectiveness because ali cash flow hedges are considered
to be effectlve

+ Mark-to-Market - The change in fair value of forward power contracts, which are not accounted for as
normal purchases and sales or cash flow hedges, is recorded in Net Income.

The settlement of TEP's forward power purchase and sales contracts that do not result in physical delivery are
recorded net as a component of Electric Wholesale Sales in the income statement. During 2006, approx«mately
$78 million in sales were netted against approximately $75 million in purchases. During 2005, $15 million in sales
were netted against $16 milfion in purchases and in 2004, $5 million in sales were netted against approximately $5
million in purchases.
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The net unrealized gains and losses from TEP’s fuel and power related derivative activities were as'follows: .

: e T T : Years Ended December 31,
. 3 e e . o . 2006 -+ - 2005 . 2004
o : - -Mllllons of Dollars- T

Net Unrealized Galn on Forward Power Sales —

Derivative Contracts S - $ 7 $ 1 % .2
Net Unrealized (Loss) on Forward Power Purchases - Derlvatlve T
Contracts e (6) 4

Pre-Tax Unrealized Galn (Loss) on Derivative Contracts .

) Recorded in Earnings T . $ 1 5 (1) " §-2
Net Unrealrzed Gain (Loss) on Forward Power Sales — Cash Flow ‘ ' s
Hedges $ 6 § $ -
Net Unrealized {Loss) Gain on Gas Prlce Swaps - - . R e .

Cash Flow Hedges * " - ‘ {1 : 11 3

Pre-Tax Unrealized (Loss) Galn an Cash Flow N Lo -

Hedges’ : $ {(11). $ 10 - $ 3

After Tax Unreallzed (Loss) Galn on Cash Flow Hedges . '
Recorded in OCI $ () '$ 6 $" 2

The fair value of TEP's fuel and power related derivative aesets and liabilities were as foilows:

. - . "~ .. December 31, A ~ December 31,
o 2006 ' 2005
Derivative Cash Flow  Derivative Cash Flow
. Contracts Hedges Contracts Hedges
’ -Millions of Dollars- .
Derivative Assets — Current $ 9 $ 6 $ 2 -~ % 10
Derivative Liabilities — Current ) {(3) = {2) (1)
_Net Current Derivative Assets $ - $ 3 $ - $ 9
Derivative Assets — Noncurrent $ - $§ - 5 - - % 4
Derivative Liabilities — Noncurrent - (1) e (1),
Net Noncurrent Derivative Assets™ =~ $§ - -8 ) $ - R

At December 31, 2008, the contracts accounted for as cash flow hedges will settle through the fourth quarter. of e |
2009. Amounts presented as Cash Flow Hedges, Derivative Assets — Current and Derivative Liabilities — Current, |
are expected to be reclassified into earnings within the next twelve months. *We reclassified Iess than $1 million of
TEP's net unrealized gains and'losses into earnings from Other Comprehensive Income during 2006. We
reclassified $6 million of TEP's net unreallzed gams and losses into earnings from Other Comprehenswe Income
during 2005, .

[ -

UNS GAS SUPPLY TRANSACTIONS ,

UNS Gas does not currently have any contracts that are requrred to be’ marked to-market. UNS Gas purchases
substantially all of its gas requirements at market prices under a natural gas supply and management agreement
with BP Energy Company (BP). However, the contract terms allow UNS Gas to lock in fixed prrces on a portion of
its expected forward gas purchases from BP. This enables UNS Gas to provnde more stable prices to its
customers. These purchases are made up to three years in advance with the goal of locking in fi xed prices on at
feast 45% of the expected monthly, gas consumpuon prior to entering into the month.” These forward purchases, as
well as the main gas supply contract, meet the definition of normal purchases and therefore are not required to be
marked-to-miarket. -

<1 - . - . ! .ot

. . . e . . - sy

-78-



UNISOURCE ENERGY CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS {(continued) - -

UNS ELECTRIC POWER SUPPLY TRANSACTIONS -

UNS Electric purchases all of its electricity under a full requirements power supply agreement that will expire May
31, 2008. UNS Electric is in the process of replacing this energy resource for periods after May 2008. In order to
reduce the risk of unfavorable changes in future power procurement prices, UNS Electric has entered into forward
power purchase contracts for specified amounts of energy at specified prices over a given period of time. UNS
Electric’s forward power purchase contracts meet the definition of a derivative and are required to be marked to
market each reporting period. However, in December 2006, the ACC granted UNS Electric an accounting order to
record the unrealized gains and losses as a regulatory asset or a regulatory liability.

The fair value of UNS Electric’s derivative asset is $3 million as of December 31, 2006 During 2008, UNS Etectnc
recorded net unrealized gains of $3 million in Deferred Credits and Other Liabilities - Other Regulatory Liabilities.
UNS Electric did not have any derivatives during 2005.

At December 31, 2008, the settlement dates of contracts accounted for as cash flow hedges extended through the
fourth quarter of 2013. UNS Electric does not have any current Derivative Assets or Liabilities that are expected to
be reclassified intc earnings within the next twelve months. '

MEG TRADING TRANSACTIONS

MEG, a wholly-owned subsidiary of Millennium, enters into swap agreements, options and forward contfacts
relating to Emissions Allowances. MEG marks its trading contracts to market by recording unrealized gains and
losses and adjusting the related assets and liabilities on a monthly basis to reflect the market prices’at the end of
the month.

MEG had a net loss from trading activities of iess than $1 million in 2006 and 2005. MEG had a net gain from
trading activities of $1 million in 2004.

The fair value of MEG’s derivative assets 'and liabilities were as follows:

December 31, ~ December 31,

2006 2005
-Millions of Doltars-

MEG: , - . .
Trading Assets — Current $ 11 $24
Trading Liabilities — Current : (5) T 24)

Net Current Trading Assets - ’ -8 6 $ -
Trading Assets — Noncurrent ' ' B S $ 14 -
Trading Liabilities — Noncurrent - - {1)

Net Noncurrent Trading Assets ) - $ . - $ 13

EREN
.

CONCENTRATION OF CREDIT RISK

The use of contractual arrangements to manage the risks associated with changes in energy commodity prices
creates credit risk exposure resulting from the possibility of nonperformance by counterparties pursuant to the
terms of their contractual obligations. TEP, UNS Gas and UNS Electric enter into contracts for the, physical
delivery of energy and gas which contaln remedies in the event of non- performance by the supply counterparties.

- In addition, volatile energy prices can 'create significant credit exposure from energy market receivables and mark-
to-market valuations. As of December 31, 2006, TEP had total credit exposure of $34 million related to its
wholesale marketing and gas hedging activities, of which five counterparties individually composed greater than
10% of the total credit exposure. As of December 31, 2006, MEG had total credit exposure related to its trading
activities of $5 million and was concentrated primarily with two counterparties. As of December 31, 2006, UNS
Gas had no credit exposure related to its forward contracts with its gas supply counterparty. As of December 31,
2006, UNS Electric had a total credit exposure related to its forward power purchase contracts of less than $1
million, primarily related to its relationship with two counterparties. TEP calculates counterparty credit exposure by
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adding any outstanding recetvables (net of amounts payable if a nettlng agreement exists) to the mark-to-market
value of any forward contracts.’

* NOTE 6. COMMITMENTS AND CONTINGENCIES . R

TEP COMMIfMENTS T ' y . Coe
Purchase and Transportatlon Commltments el . . : L Y
TEP has several long- term coal purchase and transportat:on contracts with various explratron dates from 2008 and
through 2020. Amounts paid-under these contracts depend on the number of tons of coal purchased and

" transported. Some of these contracts (i) include a price adjustment clause that will affect the future cost of coal =
and (ii) require TEP to pay a take-or-pay charge or liquidated damages if certain minimum quantities of coal are .
not purchased and/or transported. Current fuel requirements are-in-excess of the take-or-pay. minimums. ,TEP . -
made payments under these contracts of $184 million in 2006 and $175 million in 2005 and 2004..

In November 2005, TEP entered into a.natural gas Transportatlon Supply Agreement (TSA) with El ﬁaso Natu'ral ‘
Gas (EPNG) to fuel. TEP's portion of the Luna facility. The contract began in February 2006 and has an |n|t|al term .
of three years. TEP made payments under this contract of $2 mllllon in 2006.

Tri-State Generatlon and Transmission Association, Inc: (Tr| -State) Ieases Spnngervnie Unlt 3, a 400 MW coal-,
fired generating facility at TEP’s existing Springerville Generating Station, from a financial owner. TEP provides _ .
operating, maintenance and other services to.Springerville Unit 3 under a 99-year operating.agreement subject to
cancellation by gither party with 30 days notice, TEF also agreed to purchase up to 100 MW of Tri-State system
.capagcity for no mare than five years beglnntng September 1;2006. Tri-State may reduce the 100 MW available to
TEP in 25 MW increments by submitting written notice to TEP at least 90 days in advance. To date, TEP-has
received no such notice. TEP made minimum capacity payments under this contract of $10 million in 20086.

At December 31, 2006, TEP estimates that futttre minimum payments under,tn_e contracts for purchased power,
coal, and gas referred to above are as follows: :

s

Minimum

Purchase -
Obligations.
-Millions of Dollars- .
. - g .- T - - R
2007 - t . %135 ‘ . .
2008 - St 123 oLt e . A
2009 ' 111 ' -
2010. - .- <o 111 ' .
2011 o . .83 - -
Total 2007 — 2011 543 .
Thereafter - : © 242
Total ’ o $ 785 e ot

‘Operatmg Leases T S ’
_TEP 5 consolldated operatlng Iease expense which is pnmanly for office’ faC|I|t|es and computer eqmpment with -
varying terms, prowsmns and expiration dates, was $1 million in each of the years 2006, 2005 and 2004. TEP's
estimated future minimum payments under non-cancelable operatlng Ieases are approx1mately $1 mt!lton per year
from 2007 to 2010 : . _ . . o
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Environmental Regulation

Federal Clean Air Act Amendments

TEP generating facilities are subject to EPA limits on the amount of sulfur dioxide (SO2) and nitrogen oxide {(NOx)
emissions into the atmosphere. TEP capitalized $1 million in each of 2006 and 2005, and $9 million in 2004

in construction costs to comply with environmental requirements and expects to capitalize $18 million in 2007
and $42 million in 2008. In addition, TEP recorded operating expenses of $10 million in 2006, $11 million in 2005
and $9 million in 2004 related to environmental compliance, including the cost of lime used to scrub the stacks.
TEP expects environmental expenses to be $11 million in each of the years 2007 and 2008.

In 1993, the EPA allocated TEP's generating units SO» Emissions Allowances based on past operational history.
Beginning in 2000, TEP’s generating units were required to hold Emissions Allowances equal to the level of
emissions in the compliance year or pay penalties and offset excess emissions in future years. To date TEP has
had sufficient Emissions Allowances to comply with the SO, regulations. However, due to potential changes in the
legislation affecting SO, emission levels, TEP may have to purchase additional Emissions Allowances for future
compliance in years 2011 or beyond.

Mercury Emissions ‘

2

In 2005, the EPA adopted regulations relating to mercury emissions requiring states to develop rules for
implementing federal requirements. Arizona adopted its mercury emission limits in 2007 and TEP must meet
these limits by 2013. TEP is analyzing the potential impact of the Arizona regulations on its operations but does
not expect the capital costs to exceed $5 million. TEP is also monitoring the New Mexico and Navajo Nation
mercury emission regulations affecting plants for which TEP has an ownership share. Until these state procedures
are adopted, TEP cannot determine if it will be significantly affected.

Greenhouse Gas Emissions

Federal, state and local legislative and regulatory bodies are considering the requlation of greenhouse gas
emissions. At this time, we do not know whether any such regulations will be adopted, the scope of such
regulations or how any such regulations could affect our operations.

Regional Haze

The EPA's Regional Haze Rule requires states to develop plans to restore visibility in various areas to their natural

- conditions by 2064. State plans, which must be submitted to the EPA in December 2007, could require poliution
control upgrades at some of TEP's power plants. The level of control required, if any, will not be known until the
state plans are submitted and approved by EPA. If required, controls must be in place by 2013 or fater.

TEP may incur additional costs to comply with recent and future changes in federal and state environmental laws,
regulations and permlt requirements at exlstlng electric generating facilities. Compliance with these changes may
reduce operating efficiency.

Tucson to Nogales Transmission Line

TEP and UNS Electric are parties to a project development agreement for the joint construction of an
approximately 60-mile transmission line from Tucson to Nogales, Arizona. This project was initiated in response to
an order by the ACC to improve reliability to UNS Electric's retail customers in Nogales, Arizona. -

In 2002, the ACC approved the location and construction of the proposed 345-kV line along the Westem Corridor
route subject to a number of conditions, including obtaining all required permits from state and federal agencies.
TEP is currently seeking approvals for the project from the Department of Energy (DOE), the US Forest Service,
the Bureau of Land Management, and the International Boundary and Water Commission.
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The DOE has completed a F|na| Environmental lmpact Statement {EIS) for the project in which it would accept any
of the routes in the EIS, but the U.S.-Forest Service has indicated the Central route as'its preferred alternatwe
rather than.the Western Corndor route: . .-
- Based on the alternative proposals and passage of time since it approved the location of the line, the ACC, in
January 2005, ordered TEP to review the status of electric service reliability in.Nogales, Arizona and the need for
the 345-kV line. The ACC also indicated that it would review any new information regarding the location of the
proposed transmission line. In December 2005, an Admlnlstratlve Law Judge (ALJ) for the ACC issued a
recommended opinion and order reaffirming the ACC’s criginal position requiring the construction of thé Tucson to
Nogales transmission line. After a hearing on the'issue, the ACC directed the ALJ to amend the recommendation
to direct the Line Siting Committee of .the ACC to gather facts relatedto options for improving service reliability in
Nogales, Arizona. TEP expects the ACCto address the ALJ’s amended recommended opinion and order in 2007.
If TEP does not receive the requ|red approva]s it may need to expense a portlon of the $11 million of costs that
have been capitalized related to the proleot -

TEP Guarantee Home Program_ .

TEP provides incentives to new home builders to construct TEP Guarantee Homes that meet the highest
construction and energy-efficiency. standards available. TEP made builder incentive payments of $2 million in
2006 and $1 miilion in 2005 and 2004. TEP has commitments to make payments under this program of $2 m|II|on
in 2007 and less than $0.5 m|II|on in 2008. - . . . .

-

UNS GAS COMMITMENTS . C e y

.o

UNS Gas has firm transportatlon agreements W|th El Paso Natural Gas (EPNG) and Transwestern Plpellne
Company (Transwestern) with combined capacity sufficient to meet its load requirements. The EPNG contract
“expires in August 2011 and the Transwestern contract expires in February 2012. EPNG provides gas
transportation service under a converted full requirements contract in which UNS Gas pays a fixed reservation
charge. The minimum expected annual payment is $7 million. UNS Gas made payments under the EPNG and
Transwestern contracts of $10 million i in 2006 and $7 mlllron in,2005 and 2004. -

" . NS

At December 31, 2006, UNS Gas estimates its future m|n|mum_payments under these contracts to be:

_ ‘ Minimum .
o . + . Purchase L
. R . Obligations . . .

Lot T _ ~Millions of Dollars- . , -
2007 L8 12 )
2008 S 11
2009 - T
2010 < . 1 -
2011 e 8 [ . )
Total 2007 — 20‘11 ' - 53 -

: _ Thereafter, . . .. .+ - - s
“‘TOta' : : L $- 53, ‘ PR . S

See Note 8 for a descnptlon of the UNS Gas and UNS Electnc Iong term debt

+ - . . o v

UNS ELECTRICCOMMITMENTS - 'f' R {

+ -

UNS Electric imports the power it purchases over the Western Area Power Administration’s (WAPA) transmission
lines. UNS Electric's transmission capacity agreements with WAPA provide for annual rate adjustments and

expire in February 2008 and June 2011. The contract that expires in 2008 also contains a capacity adjustment
clause. UNS Electric made payments under these contracts of $8 m|l||on in 2006, $7 mitlion in 2005, and $6 -
million in 2004. ‘ : ) . : .
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UNS Electric's all requirements contract-expires in 2008. During 2006, UNS Electric entered into agreements to
purchase power beginning in 2008 through 2011. The contracts are valued based on either fixed prices or indexed
to NYMEX natural gas prices as of December 31, 2006. )

At December 31, 2006 UNS Electrlc estimates its future minimum payments under these contracts to be:

._Mmlmum :
Purchase
“Obligations
-Millions of Dollars-
2007 : $ 8
2008 C 30. .
2009 38
2010 26
2011 15
Total 2007 — 2011 117
o : " Thereafter < 16
o Total ' - -$133

UNS GAS and UNS ELECTRIC OPERATING LEASES

UNS Gas and UNS Electric’'s combined operating lease expense which is primarily for office facilities and
computer equipment, with varying terms, provisions, and expiration dates was $1 million in each of the years 2006,
2005 and 2004. UNS Gas and UNS Electric's estimated future minimum payments under non-cancelable
operating leases are approximately $1 million per year from 2007 to 2011 and $2 million thereafter.

MILLENNIUM COMMITMENTS
Millennium has a remaining obligation to fund its subsidiaries for capital and operatmns up to an additional $1
million over the next two years.

UED COMMITMENTS

In October 2006, UED purchased two electric generating turbines for $17 million. The turbines will be part of a 90
MW power project to be constructed in Kingman, Arizona in UNS Electric's service area. Construction is expected
" to begin during the third quarter of 2007 with an estimated completion date of May 2008. Including installation and
refurbishment of the turbines, the total cost of the pro;ect for UED is expected to be $60 million, of which $40
million remains unpaid.

TEP CONTINGENCIES
Litigation and Claims Related to San Juan Generating Station -

Public Service Company of New Mexico (PNM), operator of San Juan, and the coal supplier to San Juan have
been participating in sessions sponsored by the EPA to consider rulemaking for the disposal of coal combustion
products because of claims by third parties-that San Juan has contaminated water resources in the region as a
result of disposing of fiy ash in the surface mine pits adjacent to the generating station. A contractor for the EPA
has determined that there is no conclusive evidence that contamination can be attributed to fly ash disposal. TEP
owns 50% of San Juan Units 1 and 2, which equates to 19.8% of the total San Juan Generating Station. TEP
does not believe that this issue will have a material adverse impact on TEP or its operations.
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Claims Related to San Juan Coal Company

San Juan Coal Company, the coal supplier to San Juan, through leases with the federat government and the State
of New Mexico, owns coal interests with respect to an underground mine. Certain gas producers have oil and gas
leases with the federal government, the State of New Mexico and private parties in the area of the underground
mine. These gas producers allege that San Juan Coal Company's underground. coal mining operations have.or
will interfere with their gas production and will reduce the amount of natural gas that they would otherwise be
entitled to recover. San Juan Coal Company has compensated certain gas producers for any remaining gas

. production from a well when it was determined that mining activity was close enough to warrant shutting down the
well. These settlements, however, do not resclve all potential claims by gas producers in the underground mine
area. TEP cannot estimate the outcome. of any future claims by these gas producers on'the cost of coal at San
Juan. ‘

Litigation and Clalms Related to Navajo Generatmg Station

In 2004, Peabody Western Coal. Company (Peabody) the coal suppller to the Navajo Generating Statlon filed a
complaint in the Circuit Court for the City of St. Louis, Missouri (Circuit Court) against the participants at Navaijo,
including TEP, for reimbursement of royalties and other costs and breach of the coal supply agreement.
Because TEP owns 7.5% of the Navajo Generating Staticn, its share of the current claimed damages would be
approxlmately $35 million. TEP believes these claims are, wﬂhout merit and intends to continue to contest them.

Postretlrement and Pensaon Beneflt Costs at Navajo Generatlng Station |

Peabody contends that the Navajo Generating Station participants are respon3|ble under the coal supply
agreements for postretirement benefit costs payable to the coal supplier's employees. tn 1996, SRP filed a lawsuit
in Maricopa County Superior Court on behalf of the participants at Navajo Generating Station, including TEP,
seecking declaratory judgment that the participants are not responsible for these costs. The Navajo participants
and Peabody have agreed to stay the discovery process in this litigation to allow the parties additional time to

" negotiate a potential settlement. We expect resolution of this matter in 2007. To the extent that amounts become
estimable and payment probable, TEP will record a liability for additional postretirement benefit costs for the
Navajo Generating Station. :

Environmental Reclamation at Remote Generating Stations . -

TEP currently pays on-going reclamation costs related to the coal mines which supply the remote generating
stations, and it is probable that TEP will have to pay a portion of final reclamation costs upon mine closure. When
a reasonable estimate of fihal reclamation costs is available, the liability will be recognized as a cost of coal over
the remaining term of the corresponding coal supply agreement. TEP estimates its undiscounted final reclamation
liability to be $41 million, and the present value of TEP's liability for final reclamation approximates $11 million at
the expiration dates of the coal supply agreements. TEP recorded reclamation costs of $1 m|II|on in 2006 and
2005 and $0.5 million in 2004 in Fuel Expense. T

Amounts recorded for final reclamation are subject to various assumptions and determinations, such as estimating
the costs of reclamation, estimating when final reclamation will occur, and the credit-adjusted risk-free interest rate
to be used to discount future liabilities. Changes that may arise over time with regard to these assumptions and
_determinations will change.amounts recorded in the future as expense for post-term reclamation. TEP does not
- believe that recognition of its final reclamation obligations will be material to TEP in any smgle year since
recognition-occurs over the remamlng lives of its coal supply agreements.

TEP Wholesale Accounts Recelvable and Allowa_pces

Accounts Receivable from Electric Wholesale Sales, includes $16 million of receivables at December 31, 2006 and
December 31, 2005 related to sales to the California Power Exchange (CPX) and the California Independent
System Operator (CISO) in 2001 and 2000. The allowance for doubtful accounts on the balance sheet includes
$13 million at December 31, 2006 and December 31, 2005 related to these sales. There are several outstanding
legal issues, complaints and lawsuits concerning the California energy crisis related to the FERC, wholesale power
suppliers, Southern California Edison Company, Pacific Gas and Electric Company, the CPX and the CISO. We
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cannot predict the outcome of these issués or lawsuits. We beheve however, that TEP is adequately reserved for.
rts transactions with the CPX and the CISO.

L3

GUARANTEES AND INDEMNITIES Te

In the normal course. of business, UmSource Energy and certain subsidiaries enter into various agreements
providing financial or performance assurance to third parties on behalf of certain subsidiaries. We enter into these
agreements primarily to support or enhance the cred|tworthmess of a subsidiary on a stand-alone basis. The most
significant of these guarantees are: o

e UES’ guarantee of $160 million of aggregate principal amount of senior unsecured notes issued by UNS
Gas and UNS Electric to purchase the Citizens Arizona gas and electric utility assets,
UES' guarantee of a $40 million unsecured revolving credit agreement for UNS Gas and UNS Electric,
UniSource Energy’s guarantee of approximately $5 million in natural gas transportation and supply -
payments in addltlon to bualdmg and equrpment lease payments for UNS Gas and UNS Electric.
To the extent Ilabmtles eX|st under the contracts sub]ect to these guarantees, such habﬂmes are included in our
consolldated balance sheets.
In addltlon we have indemnified the purchasers of interests in certain investments from additional taxes due for
years before the sale of such investments. The terms of the indemnifications do not include a limit on potential
future payments; however, we believe that we have abided by all tax laws and paid all tax obligations. We have
not made any payments under the terms of these mdemmfncahons to date.

-

We believe that the Ilkellhood UmSource Energy or UES would be reqmred to perform or otherwise i incur any
significant losses assomated with any of these guarantees or indemnities is remote.

"

NOTE 7. UTILITY PI;ANT AND JOINTLY—OWN@ FACILITIES -
UTILITY PLANT '
The following table shows Utility Plant in Service by company and major class at December 31

2006

. - Millions of Dollars -
C . UNS UniSource
) TEP UNS Gas FElectric Energy
Plant in Service: ) ‘ . o . .
Electric Generation Plant o *$1,302 $ - $ 17 $1,319°
Electric Transmission Plant - 566 - 18 . 584
Electric Distribution Plant T, . 931 - 119 1,050
Gas Distributioh Plant_ ' - 168 - 168
Gas Transmission Plant S - 18 - 18 .
General Plant T 154 16 10 180"
Intangible Plant LT ‘ 78 1 7 " 86
Electric Plant Held for Future Use ’ 4. 1’ - 5
Total Plant in Service $3,035 $ 204 $ 171 $3,410
Utility Plant under Capital Leases : $ 702 - § - $ 1 $ 703
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.- - . 4 . .
Lt - AN [N . . L = - s

. L : ' ' 2005
o : - Millions of Dollars -
. Lo UNS . - UniSource .
. oL TEP . UNS Gas . Electric. Energy
Plantin Service: ... = - S _' e ve
Electric Generation Plant _ . $1,233 $ - $ 5 ° $1,238°
Electric Transmission Plant - ’ 543 . .- 15 558
Electric Distribution Plant = - S - 883 T - 92 T 975 ¢
Gas Distribution Plant * ' . - 151. - 151
Gas Transmission Plant . : - 18 - 18
General Plant T - 140 - g - 7 156
Intangible Plant o ‘ 58 1 7 66
) Electric Plant Held for Future Use 3 5.: 1 .- : 6
o Total PIant |n Serwce Lo o, 252862 . % 180 $ 126. $ 3,168
Utlllty Plant urider Capltal Leases %723 .% - 8.1 - § 724

Intangible Plant prlmarlly represents compuler software costs. TEP's unamortlzed computer software costs were
$32 miliion-as of December 31, 2006 and $18 million as.of December 31, 2005. UNS Gas' unamortized computer
software costs were $1 million as of December 31, 2006 and $1 million as of December 31, 2005. UNS Electric's
unamortized computer soﬂware costs were $1 million as of December 31, 2006 and $2 mllllon as of December: 31.
2005 .

LI H . - . L
- . -

All TEP utlhty plant under capltal Ieases is used in TEP 5 generatlon operatlons

v

The following table reconc:les the gross investment in utility plant to net mvestment in utlllty plant, segregated
between regulated and non- regulated utility plant. .

UNS  UNS. - UniSource Energy
. . .. . TEP Gas __ Electric ___ . -’ Consolidated
As of December 31, ] T Total -+ Total Total . Al . TEP .. Total
2006 : T&D Gen*  Plant Plant Plant . Other” Gen*  ‘Plant -’

_ . ~ -Millions of Dollars-
Gross Plant in Service $1733  $1,302 $3,035 $204  $ 171 ° $2108 $1302 $3410°
Less Accumulated . .
Depreciation and . - Lo ) .
Amortization : -, 875 571 - 1,446 16 31 922 571 1,493

Net Plantin-Service .. . $ 858 - $ 731 " $1,589 §$188 3% 140 $1, 186 g $ 731.  $1,917
: : UNS UNS ~ . UmSource Energy
. ” : ' TEP - Gas - _Electric - " Consolidated
As of December 31, Totat . . Total Total AH' - TEP Total
2005 - 3 ‘ T&D =~ Gen*  Plant Plant Plant ~Other . Gen* Plant"
. - : b —Mil!ionsof Dollars- = =« T Cm
Gross Plant in Service $1,629 $1,233 ., $2,862 $ 180 $ 126 $1,935 §$1,233 $3,168

Less Accumulated .
Depreciation and - ' ;o L .
Amortization' - - . 817 561 -'1i378: - -10 . 200 - 847 561+ " 1,408 °
. Net Plant in Service - $-812° § 672 $1,484 . $ 170 $ 106 $1088 §$ 672 - $1,760 *

*The ACC does.not set rates on TEP's generatioh opérations on a-cost-of-service basis, and; therefore, these-
operations are not accounted for under the provisions of FAS 71. Rates for the remaining utility operations
appearing in this table are set by the ACC on a cost-of-serwce basis, and are accounted for under the prowsnons
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of FAS 71. The category T&D inciludes all transmission and distribution Plant in Service. The category.Gen

includes the generation assets. .

The depreciable lives cufrently used by TEP are as follows:

Depreciable Lives

Major Claés of Utility Plant in Service

Electric Generation Plant
Electric Transmission Plant
Electric Distribution Plant
General Plant

Intangible Plant

23-70 years -

10-50 years

24-60 years
5-45 years
3-10 years

During the second quarter 2005, the results of a study requested by the participants in the San Juan Generating
Station (San Juan) indicated San Juan's economic useful life had changed from previous estimates. As a result of
the study and other analysis performed, TEP lengthened the estimated useful life of San Juan from 40 to 60 years
beginning April 1, 2005. This change in the estimated useful life reduces annual depreciation expense by $6

million.

See TEP Utility Planr in Note 1 and TEP Capital Lease Ob!rgat:ons in Note 8.

The depremable lives currently used by UES are as follows:

Depreciable Lives

Major Class of Utility Plant in Service

Electric Generation Plant 23-40 years
Electric Transmission Plant 11-45 years
Electric Distribution Plant 14-26 years
Gas Distribution Plant 17-48 years
"Gas Transmission Plant 37-55 years
._General Plant 3-33 years

JOINTLY-OWNED FACILITIES

At December 31, 2008, TEP's interests in jointly-owned generating statlons and transmission systems were as

follows:
Percent Plant Construction .
Owned by in Work in Accumulated
TEP Service * Progress Depreciation
: -Millions of Dollars-
San Juan Units 1 and 2 50.0% $ 307 § 3 $219
Navajo Station Units 1, 2 and 3 7.5 133 2 74
Four Cornérs Units 4 and 5 . .70 _ 83 - 2 - 66
Transmission Facilities 7.5t095.0 287 - 179
Luna Energy Facility 333 49 - S - 1
Total ’ $ 859 $ $539

*Included in Utility Plant shown above.

TEP has financed or provided funds for the above facilitiés and TEF's share of their operating expenses is-
reflected in the income statements. See Note 6 for commitments related to TEP's jointly-owned facilities.
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NOTE ¢ 8 DEBT, CREDIT FACILITtES AND CAPITAL LEASE OBLIGATIONS i
Long-term debt matures more than one year from the date of the fi nancral statements We summanze Uanource
.Energy’s long-term debt in the statements of caprtallzatron :

_UNISOURCE ENERGY DEBT . T B

! Convertrble Senror Notes ST e T
in March 2005 Uanource Energy |ssued $150 mrllron of 4 50% Convertrble Senror Notes (Convertrbte Senrorr
Notes) due 2035. The Convertible Senior Notes are unsecured and are not guaranteed by TEP or any other -
UniSource Energy subsidiary. Each $1;000 of Convertible Senior Notes is convertible into 26.6667 shares of
UniSource Energy Common Stock at any time, representing.a conversion price of apprommately $3? 50 per share

of our Common Stock, subject to adjustment in certaln circumstances.

Begrnnrng on March 5,:2010, UmSource Energy will have the option to redeem the Convertible Senior Notes, in

_ whole or in part, for cash, at a price equal to 100% of the principal amount plus accrued interest. Holders of the
Convertible Senior Notes may require UniSource Energy to repurchase the Convertible Senior Notes, in whole or
“in part, for cash-on March 1,-2015, 2020, 2025 and 2030, or if certain change of control transactions oceur,.or if our
commen stock is no longer listed on a national securities exchange. The repurchase pnce will be'100% of the
principal amount of the Convertrble Senlor Notes plus accrued interest.« : .
Certain of. the Convertrble Senlor Notes features are considered to be embedded denvatrves Based on
accounting requrrements we-concluded that the embedded denvatrves elther do not haveé any value or they are
not requrred to be separated from the debt and accounted for separately. - S
In March 2005 Uanource Energy used $106 mllllon of the net proceeds from thrs offering to repay the $95 million
promissory, note to TEP plus. accrued interest-of $1 million. TEP used theserfunds along with borrowings under .
“its revolving credit facrllty to repurchase and redeem $225 million of industrial, development bonds (IDBs) See
TEP Debt — Unsecured IDBs, below T e e, . . -

Intercompany Notes Payable

- -

In 1998 TEP and Uanource Energy exchanged alt the outstandlng common stock of TEP cn a share- for—share
basis for the Common Stock of UniSource Energy in a.transaction which resulted in Uanource Energy becomrng a
holding company with TEP as its subsidiary. Followrng the share exchange, TEP transferred the stock of =
Millennium to UniSource.Energy for a $95 million promissory note due’in 2008. On March 1, 2005, UniSource
Energy used $106 million of the $146 million of net proceeds from the convertible debt offenng as discussed
above, to repay the $95 million: promrssory note to TEP plus accrued interest of $11 miltion.” Approximately $25
million of thrs note represented a.gain to TEP TEP did not-record this.gain in rncome Instead this gain was .
reﬂected as an. mcrease in TEP's common stock equity when UniSource Energy repard the note o

o - L

TEP DEBT . -
1941 Mortgage DBs ; - e R .
N In March 2005 TEP redeemed at par all ofthe remarmng $52 mrllron of its 1941 Mortgage IDBs. oo ;o

' 'Unsecured IDBs

In'May 2005 TEP purchased $221 million of fixed rate Unsecured IDBs.ata price of$101 50 per $100 pnncrpal
amount and redeemed, at-par, the remaining $4 million.of bonds outstanding:under those series. In connection

with the repurchase TEP recognized a‘loss of approxrmately $3 mtlhon related to prewously deferred.debt costs. .
TEP does not plan to cancel the IDBs that it repurchased but is holdrng the bonds as treasury bonds. ThIS means
the bonds remain outstandmg under their indentures but are: not reﬂected as debt on the balance sheet. .- TER- rnay
choose to, cancel or resell these treasury bonds to thrrd partres in the future ey . - :

.
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Mortgage Indentures

In June 2005, TEP terminated its 1941 Mortgage Indenture. TEP s remammg mortgage is its 1992 Mortgage
Indenture,

TEP's indenture creates liens on and security interests in most of TEP's utility plant assets, with the exception of
Springerville Unit 2. San Carlos Resources Inc., a wholly-owned subsidiary of TEP, holds title to Springerville Unit
2. Utility Plant under Capital Leases is not subject to such liens or available to TEP creditors, other than the
lessors. The net book value of TEP's utility plant subject to the lien of the indenture was approximately $1 billion at
Oecember 31, 2006.

TEP CAPITAL LEASE OBLIGATIONS -
The terms of TEP's capital leases are as follows:

¢ The Sundt Lease has an initial term to January 2011 and provides for renewal periods of two or more
years through 2020, ‘

= The Springerville Common Facilities Leases have an initial term to December 2017 for one Iease and
January 2021 for the other two Ieases subject to optlonal renewal perlods of two or more years through
2025,

s The Springerville Unit 1 Leases have an initial term to January 2015 and provide for renewal periods of
three or more years through 2030. )

» The Springervilie Coal Handling Facilities Leases have an initial term to April 2015 and provide for one™
renewal period of six years, then additional renewal periods of five or more years through 2035.

TEP has agreed with the owners of Springerville Units 3 and 4 that, upon expiration of the Springerville Coal
Handling Facilities and Common Leases, TEP is obligated to acquire the facilities at fixed prices of $120 million in
2015, $38 million in 2017, and $68 million in 2021. Upon such acquisitions by TEP, each of the owners of Unit 3
and Unit 4 have the obligation to purchase from TEP a 17% and 14% interest, respectively, in such facilities. On
or before the Sundt and Springerville Unit 1 Lease expiration dates, TEP will determine if it will purchase the
assets at the fair market value or renegotiate the lease terms.

tn January 2007, TEP made the following scheduled lease payments: Sundt Lease $11 million; Springerville
Common Facilities Leases $2 million; Sprmgerwlle Unit 1 Leases $70 ITII||I0n and Springerville Coal Handling
Facilities Leases $4 million.

Investménts in Springerville Lease Debt and Equity

In June 2008, TEP purchased a 14% undivided equity ownership interest in the Springerville Unit 1 Lease and now
is the owner participant under the levéraged lease arrangements relating to such undivided interest. As a result,
TEP amended the Springerville Unit 1 Lease related to the 14% interest to reduce rental (lease) payments to equal
the scheduled principal and interest payments for debt issued in respect of such interest. We recorded a $19
million reduction to the capital lease obligation and capital lease asset.

TEP held an investment in Springerville Unit 1 lease debt totaling $82 million at December 31, 2006 and $91
million at December 31, 2005. TEP also held an investment in Springerville Coal Handling Facilities lease debt
totaling $52 million at December 31, 2006 and $65 million at December 31, 2005.

Springerville Common Lease Debt Refinancing

In 1985, TEP sold and leased back its undivided one-half ownership interest in the commeon facilities at the
Springerville Generating Station. TEP refinanced the lease debt totaling $68 million in June 2006, and the leases
were amended to remove the requirement that the notes be periodically refinanced to avoid the occurrence of a
special event of loss. The lease debt now matures when the leases expire. Interest is payable at LIBOR plus
1.5% for the next three years with the spread over LIBOR increasing every three years thereafter to 2% by June
2018. Prior to the refinancing, the interest rate was LIBOR plus 4%. The refinancing had no impact on the
Springerville Common Facilities capital lease obligation or asset.
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A portion of the rent payable by TEP pursuant to the Springerville Common Facilities Leases is determined by the
amount of interest payable on the underlying floating rate lease debt. in June 2006, TEP entered into an interest
rate swap to hedge a portion of the interest rate risk associated with the portion of rent determined by the interest .
rate on this debt. This swap has the effect of fixing the interest portion of rent at a rate of 7.27% on $37 million of
the lease debt. The interest rate swap has been recorded by TEP as a cash flow hedge for fi nanmal reportmg
purposes. See Note 5.. ; . . .

UNS GAS AND UNS ELECTRIC LONG- TERM DEBT

Semor Unsecured Notes .
In 2003, UNS Gas and UNS Electric issued a total of $160 miltion of senior unsecured notes in a private
placement. UNS Gas issued $50 miltion of 6.23% notes due August 11, 2011 and.$50 mitlion of 6.23% notes due
August 11, 2015. UNS Electric issued $60 million of 7.61% notes due August 11; 2008, All three series of notes -
may be prepaid with a make-whole call premium reflecting a discount rate equal to an equivalent maturity U. S, -,
" Treasury security yleld plus 50 basis points. UES guarantees the notes. UNS Gas and UNS-Electric incurred a
total of $2 million in debt costs related to the i |ssuance of the notes. We deferred these costs and are amortlzmg
them over the I|fe of the notes. : " :
The note purchase agreements for both UNS Gas and UNS Electnc contain certain restnctlve covenants, mcludmg
restrictions on transactions with afﬂllates mergers, additional'indebtedness, dividend restrictions, and m|n|mum
net worth requirements. ;

As of December 31, 2006, UNS Gas and UNS Electric complied with the terms of the note purchase agreements.

MATURITIES AND SINKING FUND REQUIREMENTS
_Long- term debt, including sinking funds, term loan payments, revolvmg credlt facilities, and capltal Iease v
obligations mature on the following dates: :

i

- TEP . : .
- Variable - TEP TEP
_Rate IDBs  Scheduled Capital - :
. Supported Debt Lease TEP . UNS UNS - UniSource
- by LOCs Retirements .Qhbligations Total Gas Electric Energy Total
' o . - Millions of Dollars - . . T
2007 $ - $ - $ 125 $ 125 $ - $ - % 6 $ 131
2008 . - 138 118 256 - 79 8 341
2009 T - - h 63 63 - T . B 69
2010 - . - - 93 93 - - 6 - 99
201 o 329 : - 108 437 50 AR 490
Total 2007 — 2011 - 1329 138 507 974 50 79 27 1,130
Thereafter - 354 540 894 50 - 150 - 1,094
Less: Imputed ) '
Interest . "' - - - (400) (400) - - - - (400)
Total - $ 320 $ 492 $ 647 $1,468 $ 100 $ 79 § 177 $1,824

TEP's Variable Rate IDBs are backed by letters of credit (LOC) issued pursuant to TEP's Credit Agreement which
expires in August 2011. Although the Variable Rate IDBs mature between 2018 and 2022, the aboveé table reflects .
a redemption or repurchase of such bonds in 2011 as though the LOCs terminate without replacement upon -
expiration of the TEP Credit Agreement '
Effective with_ commercial operation of Springerville Unit 3 on September 1, 2006, Tri- State is reimbursing TEP for
various operating costs related to the common facilities on an ongoing ba5|s including 14% of the Springerville
Common Lease payments and 17% of the Spnngervme -Coal Handling Facnllt:es Lease payments TEP remains
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the obligor under these capital leases, and Capital Lease Obligations do not reflect any reduction associated with
this reimbursement. . .

UNISOURCE ENERGY CREDIT AGREEMENT

In August 2006, UniSource Energy amended its existing unsecured credit agreement (UniSource Credit
Agreement). As amended, the UniSource Credit Agreement includes a $30 million term loan facility and a $70
million revolving credit facility. The UniSource Credit Agreement expires on August 11, 2011,

The UniSource Credit Agreement requires quarterly principal payments of $1.5 million on the outstanding term
loan with the balance due at maturity. At December 31, 20086, there was $27 million outstanding under the term
ioan facility and $20 million outstanding under the revolving credit facility at a weighted average interest rate of
6.67%. In January 2007, UniSource Energy repaid the $20 million outstanding under its revolving credit facility.

We have the option of paying interest on the term loan ahd on borrowings under the revolving credit féc:llty at
adjusted LIBOR plus 1.25% or the sum of the greater of the federal funds rate plus 0.5% or the agent bank’s
reference rate and 0.25%.

The UniSource Credit Agreement restricts additional indebtedness, liens, mergers, sales of assets, and certain
investments and acquisitions. We must also meet: {1) a minimum cash flow to interest coverage ratio for
UniSource Energy on a standalone basis and (2) a.maximum leverage ratio on a consolidated basis. We may pay
dividends if, after giving effect to the dividend payment, we have more than $15 million of unrestricted cash and
unused revolving credit. As of December 31, 2006, we were in compliance with the terms of the UniSource Credit
Agreement.

TEP CREDIT AGREEMENT

In August 2006, TEP amended its credit agreement (TEP Credit Agreement). The amendment reduced the
interest rate and fees payable on TEP's borrowings and letters of credit, increased the amount of its revolving
credit facility from $60 million to $150 million, and extended the maturity to August 2011. In addition to the
revolving credit facility, the TEP Credit Agreement includes a $341 million LOC facility which supports the $329
million of tax-exempt Variable Rate IDBs. The TEP Credit Agreement is secured by 1992 Mortgage Bonds. The
ACC approved the increase in the amount and term of the revolving credit facility in December 2006.

Interest rates and fees under the TEP Credit Agreement are based on a pricing grid tied.to TEP's credit ratings.
Letter of credit fees are 0.55% per annum and amounts drawn under a letter of credit would bear interest at LIBOR
plus 0.55% per annum. TEP has the option of paying interest on borrowings under the revolving credit facility at
LIBOR plus 0.55% or the greater of the federal funds rate plus 0.5% or the agent bank’s reference rate.

The TEP Credit Agreement restricts additional indebtedness, liens, sale of assets and sale-leasebacks
agreements. The TEP Credit Agreement also requires TEP to meet a minimum cash coverage ratio and a
maximum leverage ratio. If TEP complies with the terms of the TEP Credit Agreement, TEP may pay dividends to
UniSource Energy. As of December 31, 2008, TEP was in compliance with the terms of the TEP Credit
Agreement.

As of December 31, 2006, TEP had $30 million outstanding under its Revolving Credit Facility included in Current
Liabiities in the UniSource Energy Consolidated Balance Sheets.

UNS GAS/UNS ELECTRIC REVOLVER

In August 2006, UNS Gas and UNS Electric amended their unsecured revolving credit agreement {the UNS
Gas/UNS Electric Revolver). The amendment reduced the interest rate payable on borrowings and, upon ACC
approval, will increase the amount of the revolving credit facility to $60 million from $40 million, and extend the
maturity from April 2008 to August 2011. Either UNS Gas or UNS Electric may borrow up to a maximum of $30
million, but the combined amount borrowed cannot exceed $40 million. Upon ACC approval of the increase in the
revolving credit facility, either borrower may borrow up to a maximum of $45 million, so long as the combined
amount borrowed does not exceed $60 million. This matter is pending before the ACC.
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UNS Gas is only.liable for UNS Gas' borrowings, and similarly, UNS Electric is only liable for UNS Electric’s
borrowings under the UNS Gas/UNS Electric Revolver. UES guarantees the obhgatrons of both UNS Gas and
UNS Electric. - . L

UNS Gas and UNS Electric each have the optlon of paying mterest at LIBOR plus 1.0% or the greater of the
federal funds rate plus 0.5% or the agent bank’'s reference rate: -

The UNS Gas/UNS Electric Revolver contains restrictions on additional indebtedness, liens, mergers'and sales of
assets. The UNS Gas/UNS Electric Revolver also contains a maximum leverage ratio and a minimum cash flow to
interest coverage ratio for each borrower. As of December 31, 2006, UNS Gas and UNS Electnc were each in
compllance with the terms of the UNS Gas/UNS Electric Revolver. ‘

.As of December 31, 2006, UNS Gas had no barrowings outstanding and UNS Electrlc had $19 million of _
. borrowings outstanding under the UNS Gas/UNS Electric Revolver included in Long-Term Debt in the UniSource
Energy Consolidated Balance Sheets : : .t : :

ot

NOTE 9. FAIR VALUE OF FINANCIAL INSTRUMENTS

The carrying values and farr values of our fnancral |nstruments are as foIIows .

December 31,
2006 - - 2005
Carrying . Fair - Carrying.  Fair
Value - "Value Value . Value
-Millions _ot Dollars-

Assets: . . . _ _
' TEP Springerville Lease Debt Securities 0 $133 ' § 139° $ 156 . § 165
TEP Spnngervrlle Lease Equ:ty ' ' 48 48 C - -
Liabilities:  ° ; : o e - ' '
~UniSource Energy Convertible Senior Notes ' 150 164 - 150 152
UniSource Energy Credit Agreement - Term Loan : 27 27 8 " 86
TEP Secured Variable Rate IDBs : - 7320 ' 329 329 329
TEP Collateral Trust Bonds I 138 - - 142 ° 138 ¢ 146
TEP Unsecured IDBs - Fixed Rate ' 354 359 . 354 361
UNS Gas Senior Unsecured Notes 7 - 100 102 1000 - 105
_ UNS Electric Senior Unsecured Notes : - 60 60 60 - 62
UNS Etectnc Credit Agreement - Revolving Credit Facrlrty 19 . 19 - - -

See Note 8 for a description of TEP’s investment in Springerville Lease Debt and Equity. TEP intends to hold the
$133 million investment in Springerville Lease Debt Securities to maturity (Springerville Coal Handling Facilities
lease debt totaling $52 million matures through July 1; 2011 ,-and Springerville Unit 1 lease debt totaling $82 million
matures through January 1, 2013). This investment is stated at amortized cost, which means the purchase cost
has been adjusted for the amortization of the premium and discount to maturlty
¢ UniSource Energy consrders the purchase price of the Spnngervrlle Lease Equrty to be a reasonable
. estimate of its fair value. :
- » UniSource Energy used quoted market pnces o determrne the fair value of the UNS Convertrble Senior
. Notes and TEP’s tax-exempt fixed rate’obligations (Unsecured 1DBs). T
« - UniSource Energy considers the prrncrpal amounts of variable rate debt outstandlng to be reasonable
- estimates of their fair value L

We determrned the fair value of our remaining financial mstruments (TEP Spnngervrlle Lease Debt Securmes TEP
Collateral Trust Bonds, and UNS Gas and UNS Electric Senior Unsecured Notes) by calculating the present value
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. of the cash flows using a discount rate consistent with market yields generally available as.of December 31, 2006
~ and December 31, 2005 for bonds with similar characteristics with respect to credit rating and time-to-maturity. -
The use of different market’ assumptlons and/or estimation methodologres may yield drfferent estimated fair value
amounts .

The carrying amounts of our current assets and liabilities approximate fair value. .

NOTE 10. STOCKHOLDERS’ EQUITY

DIVIDEND LIMITATIONS

UniSource Energy )

In February 2007, UniSource Energy declared a first quarter dividend to shareholders of $0.225 per share of
UniSource Energy Common Stock. The dividend, totaling approximately $8 million, will be paid on March 14, 2007
to common shareholders of record as of February 20, 2007. In 2006, UniSource Energy paid quarterly dividends
to the shareholders of $0.21 per share, for a total of $0.84 per share, or $29 million for the year._In 2005,
UniSource Energy paid quarterly dividends to the shareholders of $0.19 per share, for a total of $0.76 per share, or
$26 million, for the year. During 2004, UniSource Energy paid quarterly dividends to the shareholders of $0.16 per
share, for a total of $0.64 per share, or $22 million, for the year.

Our ability to pay cash drvrdends on Common Stock outstanding depends, in part, upon cash—ﬂéws from our
subsidiaries: TEP, UES, Millennium and UED, as well as compliance.with various debt covenant requirements.
As of December, 31, 2006, we complied with the'terms of all such debt covenant requirements. ’ -

TEP -

TEP paid dividends of $62 miltion in 2006, $46 million in 2005, and $32 million-in. 2004. Uanouree Energy is the
holder of TEP’s common stock. TEP met the requirements discussed below before paylng these dwrdends

As a result of the caprtal contribution, the mtercompany note repayment, and the bond purchases and
redemptions, TEP's ratio of equity to total capitalization (excluding capital leases) reached 40%. As.of December
31, 2006 and December 31, 2005, TEP met this ACC requrrement that allowed TEP to dividend up to 100% of its
current year net mcome to Uanource Energy

In May 2005, UniSource Energy contributed $110 million of capital to TEP. _ "y .

Bank Credit Agreement '

.TEP’s new Credit Agreement as of August 2006 allows TEP to pay dividends as long as TEP complres with the
agreement and certain financial covenants.

Federal Power Act

This Act states that dividends shall not be pald out of funds properly included i in caprtal accounts TEP s 2006,
.2005 and 2004 dividends were pard from current year earnrngs

UNS Gas and UNS Electrlc .
Restrictions placed on UNS Gas and UNS Electric limit UES’ ability to pay dividends. The 2003 UES Settlement
Agreement allows UNS Gas and UNS:Electric to' pay dividends greater than 75% of its earnings to UniSource
Energy when the ratio of common equity to total capitalization reaches 40%. As of December.31, 2006 and
December 31, 2005, both UNS Gas and UNS Electric met this ratio requirement. Additionally, the terms of the
senior unsecured note agreements entered into by both UNS Gas and UNS Electric contain drvrdend restrictions.
See Note 8. -UES did not pay any drvrdends to Uanource Energy in 2006 or 2005
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UNISOURCE ENERGY CORPORATION '
' NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (contlnued)

UniSorJrce Energy made the followi'ng capital contributions to UNS Gas and UNS Electric:.

2006 2005
- : o -Millions of Dollars-  °
_ : ' _UNsGas - % - $ 16
.o, UNS Efectric 10 4 .
' Mlllennlum and UED . e,

e e
L

" Neithaf Milenniom nor,UED paid dividends to UniSource Energy in 2006, 2005 or 2004. Millennium and UED
have no. dlwdend restrlctlons In February 2007, Mrllenmum paida $5 m|II|on leIdEﬂd to UniSource Energy

.- #

‘ UNISOURCE ENERGY SHAREHOLDER RIGHTS PLAN . .

In March 1999 UmSource Energy adopted a Shareholder Rights Plan. As of April 1, 1999 ‘each Common Stock
shareholder receives one Right for each share held. Each Right initially allows shareho!ders to purchase =
UniSource-Energy’s Series X Preferred Stock at a spemf ied purchase price.; However, the’ nghts are exercnsab!e
only if a person or group (the “acquirer”) acquires or commences a tender offer to acquire 15% or more of *
UniSource Energy Common Stock. Each Right would entitle the holder {excépt the acquirer) to purchase ‘a
-number of shares of UniSource Energy Common or Preferred Stock (or, in the case of @ merger of Uanource
Energy into another persaon or group, common stock of the acquiring person) having a fair market value equal to ’
twice the specified purchase price. At any time until any person or group has acquired 15% or more of the -
Common Stock, UniSource Energy may redeem the Rights at a redemption price of $0. 001-per Right. The nghts
trade automatically with the Common Stock when it is bought and sold. The Rights expire on March 31, 2009. -

'NOTE 11. INCOME AND'OTHERTAXES ~ *. . .. - .-,

FE PR ',) . ‘ . e o B o

- .

INCOMETAXES *~ ~ ~ @ = "~ o

. . . ‘._,“.‘-;. o . o e .
We record deferred income.tax liabilities for amounts that will increase income taxes on fulure tax returns. We ’
record deferred income tax assets for amounts that could be used to reduce income taxes on future tax returns.
We record a deferred tax assets valuation allowance for the amount of deferred income tax assets that we may not’
be able to use on future’ tax: returns. We estimate the valuation allowance based on our interpretation of the tax
rules, prior tax audits, tax plannlng strategies, scheduled reversal of deferred mcome tax liabilities, and prOJected
future taxable income. . ‘

[
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UNISOURCE ENERGY CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continued)

Deferred tax assets (liabilities) consist of the following:

December 31,
2006 2005
- -Millions of Dollars-

Gross Deferred Income Tax Liabilities
Plant — Net . % (327 $ (440}
Income Taxes Recoverable Through Future Revenues Regulatory Asset {15) (16)
Transition Recovery Asset . (40)
Derivative Financial Instruments (1
Pensions : (3)
Unbilled Revenue (3)
Other , ' (7)
Gross Deferred Income Tax Liability (396)

Gross Deferred Income Tax Assets

Capital Lease Obligations : ] 181 297
Net Operating Loss Carryforwards (NOL) i - 7
Capital Loss Carryforwards . 15 .
Alternative Minimum Tax Credit {AMT) 48 77
Accrued Postretirement Benefits 28 21
Emission Allowance Inventory . . , - 13 13
Coal Contract Termination Fees . 10 12
Unregulated Investment Losses : 7 11
Vacation & Sick Accrual _ . 3. 3
Customer Advances : 11 8
Other : : 13 20
Gross Deferred Income Tax Asset 327 469
Deferred Tax Assets Valuation Allowance ] _ - A7)
Net Deferred Income Tax Liability $ (69) $ (98)

The balance sheets display the net deferred income tax liability as follows:

December 31,
2006 2005
-Millions of Dollars-
Deferred Income Taxes — Current Assets $ 58 $ 49
Deferred income Taxes — Noncurrent Liabilities (127) (147)
Net Deferred Income Tax Liability $ (69) $ (98)

There is no valuation allowance at December 31, 2006. The valuation allowance of $7 million at December 31,
2005, which reduces the Deferred Tax Asset balance, relates to Global Solar's Net Operating Loss (NOL). Global
Solar was sold at a capital loss in March 2006 and is no longér included in the consolidated income tax return.

As of December 31, 2006, UniSource Energy’'s deferred income tax assets include $15 million related to capital
loss carryforwards. UniSource Energy expects to fully utilize the capital loss carryforwards pricr to the expiration
dates of the carryforwards; therefore no valuation allowance is required.

As of December 31, 2006, UniSource Energy’s deferred income tax assets include $7 million related to
unregulated investment losses of Millennium. These losses have not been reflected on our consolidated income
tax returns. If UniSource Energy were unable to recognize such losses through its consolidated income tax return
in the foreseeable future, it would have to write-off these deferred tax assets. Millennium restructured its
ownership in one of these investments in 2005. As a result of this restructuring, Millennium liquidated this
investment for tax purposes resulting in a taxable loss that was reflected on our consolidated income tax return for
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UNISOURCE ENERGY. CORPORATION : o
- NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (contlnued) . o

2005. Millennium is in the process of restructunng its ownersh|p in |ts remaining mvestments and expects to-
dispose of its mterests in the foreseeable future. } o, :
The tax effect of the exercise of certain employee stock optlons that are recognized differently for financial
reporting and tax purposes was not recorded as a timing'difference, but rather was credited to shareholder's ’
equity:- This resulted.in a $2 mﬂlaon increase-for 2006 and a $2 'million mcrease for 2005 1o the capltal of - ..

' “UniSource Energy. . _ . . - .

lncome tax expense (benef t) included in the income.statements conmsts of the foltownng

. ‘f; o : : e YearsEndedDecember31
VT LT L T : 2006 - - 2005- 2004 -

o R ST : e ' -Millions of Dollars- ~ * -
Current Tax Expense b - , : : S
Federal - o _ . $37 % 19 $ 24
State ~ , - 12 .- 10 .8
Total -~ ” : ' o 49 L 20, 32
Deferred Tax Expense (Beneflt) - S )
Federal - - 13 . B
State " : o . 5 - (B - @
Total . C . : {5) . - 10 .- 4
. _Increase (Reductlon) in Valuatlon Allowance ' ' Le= (1)< I .
Total Federal and State Income Tax Expense Before Dlscontmued» S o . Vo
Operation and Cumulative Effect of Accounting Change ., 44 . 38. 37
Tax on Discontinued QOperation N {5) s (3)
Total Federal and State Income Tax Expense Includirig Discontinued L
Operatlon and Cumulatlve Effect of Accountmg Change S $ 42 . $ .33 . -§ 34

‘ The dn‘ferences between the income tax expense and the amount obtalned by multlplylng pre “tax income’ by the
U.S. statutory federal income tax rate of 35% are as follows: !

Years'Ended December 31,
2006 2005 2004 - -
-Millions of Dollars- .

Federal Income Tax Expense at Statutory Rate : . . $40 '$ 32 $ 31

~ State Income Tax Expense, Net of Federal Deduction - I -5 5 -4
Depreciation Differences (Flow Through Basis) - o 2 T30 N3
Federal/State Credits - . . " @) M M
Increase (Reductlon) in Valuataon Atlowance . ' o A (1) A
.Other o ' (1) R )

. Total Federal and State Income Tax Expense Before Discontmued ' . )
. Operation and Cumulative Effect of Accounting Change - $ 44 $-38° 37

v,

" At December 31, 2006 UmSource Energy had, for federal and state income tax fi I|ng purposes the followmg
- carryforward amounts: T C Cheome B . e

i

1 LI

Amount o Expiring
: -Millions of Dollars-- . Year.
© Capital Loss . : L. .+ $ 37T . - 2010-2011

AMT Credit *~ . .- T S

h - . T - . o - R . . -
- . 3 S . H - “ b -

The Total Federal and State Income Tax Expense in the tables above are included on our.lncome statements. -~ - -




UNISOURCE ENERGY CORPORATION : -
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continued) -

_INCREMENTAL EFFECT OF APPLYING FAS 158

OTHER TAX MATTERS .

Income Tax Assessments

On its 2002 tax return, the Cohpany filed for an automatic change in accounting methed relating to the
capitalization of indirect costs to the production of electricity and self-constructed assets. We also used the new
accounting method on the 2003 and 2004 returns. "

In 2005, the Internal Revenue Service issued a ruling which draws into question the ability of electric and gas
utilities to use the new accounting method. As a result, the Company amended its 2002, 2003 and 2004 tax
returns to remove the benefit previously claimed using the accounting method. In September 2006, the Company
remitted tax and.interest of $24 million to the IRS. In October 2006, the Company remitted $8 million to state tax
authorities. Payment of interest that had previously not been accrued resulted in $3 million of expense. in
December 2006, the IRS issued final notice disallowing the use of the accounting method We are f !mg a protest
and will proceed to appeals

In 2004,‘the Company settled the audit of state income tax returns for the period 1990 - 2000 with the Arizona
Department of Revenue. As a result, UniSource Energy recorded $1 million of income in 2004.

Sales Tax Assessments

In 2004, the City of Tucson issued its assessment for the 1998 — 2001 .sales tax audit. After reviev;ing.the audit
findings, as well as assessing their impact on years following the audit period, we recorded $1 million of sales tax
and interest expense in 2005. The audit was settled during the first quarter of 2005. - . -

OTHER TAXES

TEP and UES act as conduits or collection agents for excise tax (sales tax) as well as franchise fees and
regulatory assessments. They record liabilities payable to governmental agencies when they bill their customers
for these amounts. Neither the amounts billed nor payable are reflected in the income statement.

NOTE 12. EMPLOYEE BENEFIT PLANS
PENSION BENEFIT PLANS

TEP, UNS Gas and UNS Electric maintain noncontributory, defined benefit pension plans for substantially all
regular employees and certain affiliate employees. Employees receive benefits based on their years of service
and average compensation. TEP, UNS Gas and UNS Electric fund the plans by contributiﬁg at least the minimum
amount required under Internal Revenue Service regulations. Additionally, we provide supplemental retlrement
benef ts to certain employees whose benefits are limited by IRS benefit or compensatlon limitations.

In 2007, TEP expects to contnbute $10 million and UNS Gas and UNS Etectnc expect to contrlbute 51 mllllon to
the pension plans.

OTHER POSTRETIREMENT BENEFIT PLANS

TEP provides limited health care and life insurance benefits for retirees. All.regular employees-may become’
eligible for these benefits if they reach retirement age while working for TEP or an affiliate. UNS Gas and UNS .
Electric provide postretirement medical benefits for current retirees and a small group of active employees.

As a result of adopting FAS 158, Employers’ Accounting for Defined Benefit Pension and Other Postretirement
Ptans, in December 2006, we recognized the underfunded status of our defined benefit pension and other
postretirement plans as a liability. The underfunded status'was measured as the difference between the fair value
of the plans assets and the projected benefit obligation for pension plans or accumulated postretirement benefit '
obligation for other postretirement benefit plans. The adjustment required to recognize the pension liability on
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" UNISOURCE ENERGY CORPORATION - : : L S AL
NOTES TO'CONSOLIDATED FINANCIAL STATEMENTS (contlnued) : S S

adoptton of this statement resulted in recognltlon ofa regulatory asset for our. regulated operations and an .
adjustment to Accumulated Other Comprehensive Loss for our unregulated operations: We recorded the required .
increase in our other postretirement obligation as an adjustment to Accumulated Other Comprehensive Loss as
the ACC allows TEP, UNS Gas and UNS Electric to recover other- postretlrement costs through rates only as
benefit payments are: made . - .

*

~ The following table presents the mcremental effect of applying FAS 158, in combination.with FAS 71, as well as
. the change to the additional minimum pension I|ab1I1ty, on individual line |tems in the balance sheét at December

"31, 2006 e P s o _ ,_ .
‘ Before Application. . - = L
of FAS 158 T - Balances at
. i . . Application, to December ' _
, ., . Preliminary. ‘" ofPre- - ™' '~ 31,2006 - . R
e , . Balances at  FAS158". .. After. - ST
> o : ’ . ' December Accounting ~ FAS 158 " Application
) Balance Sheet Llne Items: i 31, 2006 Guidance . Adjustment of FAS 158 .
. PN : * - Millions of Dollars - .on - -
Other Assets . * ) - % 40 $ 9 . % (16) $ 33 .
Other Regulatory Assets 20 4 : 3. ., 55 i
'To'tal Assels ' L. 3,159 ) 13 15 . 3,187
. Deferred Income Taxes - Noncurrent-. =~ -, 128 .- _., .9 _ - . (10) . 127 . 7
. +Other. Liabilites = - - e 3267 27 -(9) Lo 39 L. 156 -
Total Deferred Credits and.Other. Llabl|ltleS 348 L - : 29 377 - .
Accumulated Other Comprehensnve Loss o : : . .
* (Netof Tax) ~ - s .16 14 T (15) 15
Total Stockholders Equlty : 655 14 - (15) 654

Prior to the appllcatlon of FAS 158 the accountrng guidance (Pre-FAS 158) requ1red TEP to adjust |ts minimum

pensionliability in Accumulated Other Comprehenswe Loss to reflect the underfunded status of its plans based on

the accumulated benefi t obligation. After the adoption of FAS 158 and.before applylng the provisions of FAS 71,
~ TEP had an accumulated comprehensive.loss balance (net of tax) of $35 million attributable to its-pensicn and

other postretirement benefit obligations. TEP subsequently recorded a regulatory asset of $32 million and.an

offsetting reduction-on an after-tax basis of accumutated other comprehensive loss of $19 million; representing a

reasonable approxrmatlon of the actuarial losses and-prior service costs of TEP's penS|on plans that are probable -
- of recovery in rates by its regulated operations in future periods.- '

* .UNS Gas' and UNS Electnc were not requrred to fecord a minimum_pension. liability i.mder pre- FA‘S 158 acco'unting
gurdance Following the adoption of FAS.158, UNS Gas and UNS Electric recorded a combined' regulatory
pension asset and increase in pension liability of $3 million.. The impact of FAS 158 on the poslretrrement plans of

UNS Gas and UNS Electric was less than $1 mllllon . T
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UNISOURCE ENERGY CORPORATION : s
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continued) ' -

The pension and other postretlrement beneﬁt related amounts (excludlng tax balances) included in the balance
sheet are: .

Other

, Postretirement
Pension Benefits Benefits
Years Ended December 31, -
2006 2005 2006 2005
. : : “-Millions of Dollars-
Regulatory Pension Asset included in Other . :

Regulatory Assets $ 35 $ - $ - $ -
Prepaid Pension Costs included in Other Assets - 18 - : -
Intangible Assets included in Other Assets - 6 - -
Accrued Benefit Liability included in Accrued Employee -

Expenses - - - (3) (3)
Accrued Benefit Liability included in Other Liabilities . (42) - (37) {63) - {81)
Accumulated Other Comprehensive Loss ~ 17 24 8 -

Net Amount Recognized *~ = $ 10 $ 1 $ (58) $ (54)

OBLIGATIONS AND FUNDED STATUS

We measured the actuarial present values of all pension benefit obligations and other postretirement benefit plans
at December 1. FAS 158 requires the measurement date to be changed to the end of the year effective December

31, 2008. The change in projected benefit obligation and plan assets and reconcmatlon of the funded status are as
follows: .

Other Postretirement

Pension Benefits Benefits
: . Years Ended December 31, .
s . 2006 2005 . 2006 2005

: -Millions of Dollars- .
. Changein Projected Benefit Obligation

Benefit Obligation at Beginning of Year - - . $- 208 $18 - § 7O $ 70
Actuarial (Gain) Loss 7 - . - 9 (N 4
Interest Cost” : 12 1 4 4
Service Cost ' 7 - B 2 2
Benefits Paid i (9) . {6) (3) - {2)
Projected Benefit Obligation at End of Year ' 218 208 66 70
Change in Plan Assets ’ . .
Fair Value of Plan Assets at Beginning of Year " 149 136 - -
Actual Return on Plan Assets i 12 - -
Benefits Paid ' 9) (6) (3) (2)
Employer Contributions : 15 7 3 2
Fair Value of Plan Assets at End of Year 176 149 - -
Funded Status at End of Year $ (42) $ (59) $ (66) $ (70)
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" UNISOURCE ENERGY CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continued) . N

The following table prowdes the components of UniSource Energy S accumulated other comprehenswe loss and
regulatory assets that have not been recognized as components of periodic benefit cost as of December 31, 2006:

.

-.. . - Other- -

. Pension - .-, Postretirement -
Benefits Benefits
} . ‘ . . -Millions of Dollars-. s
Net Loss S s $ 43 ; - % 15
Prior Service Cost (Beneft) ] - ) - (7}

The accumulated benefit obligation for all deﬁned benefit pension plans was $184 miflion at. December 31 -2006 -
_ and $173 million ‘at December 31, 2005. ‘Changes in actuanal assumptlons mcludlng an increase in the dlscount
.rate impacted the. accumulated benefit obligation. . .

- December 31 <
. 2006 . - . 2005 -
. -Millions of Dollars,-
Information for Pension Plans.with.an Accumulated ~ . : B
Benefit Obligation in Excess of Plan Assets: ' .

. Toe T - Sooom
Projected Benefit Obligation at End of Year ' . %1e ... . $208 .
Accumulated Benefit Obligation at £End of Year - 100~ - 173

_Fair Value of Plan'Assets at End of Year ) . 89 - , . 149

-+

The components of net perlodlc benefit costs and other amounts recogmzed in other comprehensrve income are,
as follows: o S e

“

Other Postretlrement

N “ Pension Benefits . . Benefits
' Years Ended December 31,

., 2006 - 2005 . 2004 2006 . 2005 2004 _.
. ‘ ‘ . -Millions of Dollars- . .
Components of Net Periodic Cost '

Service Cost , : . $ 7 $ 7 $ 6°- $§ 2 $ 2 $ 2
Interest Cost . e, 12, 11 10 -4 4 3
Expected Return on Plan Assets - -. . (13) (11) {10) - - -
Prior Service Cost Amortization * - ' 2 2 .2 mn -~ M n,
Recognized Actuarial Loss . 3. 3 . ~2 . 1 .2 - 2.
Net Periodic Benefits Cost $ 11 $ 12 $10 - $.6-..% .7 $ 6.

For all pension plans, we amortize prior service costs on a straight-line basis over the average remaining service
period of employees expected to receive benefits under the plan. We will amortize $2 million estimated net. loss
and $2'million prior service cost from accumutated other comprehensive mcome and other regulatory assets into
net periodic benefit cost«in 2007 The estimated net loss. and prior service beneft for the defined benefit-
- postretirement plans that will be amortized from accumulated other comprehenswe income |nt0 net penodlc benefit
cost in 2007 are $1 million and $2 million, respectwely

-

Other Postretirement

T . L Pension Benefits " Benefits
) - L : - 2006 - 2005 2006, - .. 2005
- Weighted-Average Assumptions Used to Determine =~ ’ R '
Benefit Obligations as of December 1, . L o
Discount Rate . : 59% - 5.8% - 56% .. 58%
Rate of Compensatlon Increase 3.0-5.0% 3.0-5.0% N/A N/A
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continued)

‘ ‘ Other Postretirement
Pension Benefits Benefits

. 2006 2005 2006 2005
Weighted-Average Assumptions Used to Determine )
Net Periodic Benefit Cost for Years Ended
December 31, . - _
Discount Rate ) " 58-59% 6.0-6.1% 5.8% 5.9%
Rate of Compensation Increase 3.0-5.0% 3.0-50% N/A N/A
Expected Return on Plan Assets . 8.3% 8.5% N/A N/A

Net periodic benefit cost is subject to-various assumptions and determinations, such as the discount rate, the rate
of compensation increase, and the expected return on plan assets. We estimated the expected return on plan
assets based con a review of the plans' asset allocations. We also consulted with a third-party investment
consultant and the plans’ actuary who consider factors such as:

« market and economic indicators '

« historical market returns

« correlations'and volatility

¢ central banks' and government treasury departments’ forecasts and objectwes and

s recent professional or academic research.
Changes that may arise over time with regard to these assumptions and determlnatlons will change amounts
recorded in the future as net periodic benefit cost.

December 31,

: ' : : 2006 ' 2005
Assumed Health Care Cost Trend Rates . ) S
Health Care Cost Trend Rate Assumed for Next Year 9% 10%
" Ultimate Health Care Cost Trend Rate Assumed ' 5% 5%
Year that the Rate Reaches the Ultimate Trend Rate . 2013 2013

Assumed health care cost trend rates significantly affect the amounts reported for health care.plans. A one-
percentage-point change in assumed health care cost trend rates would have the foIIowrng effects on the
December 31, 2006 amounts:

One-Percentage- One-Percentage-
Point Increase Point Decrease
: - -Millions of Dollars-
Effect on Total of Service and Interest Cost Components $ 1 $ -
Effect on Postretirement Benefit Obligation - 5 ) {4)

PENSION PLAN ASSETS

TEP, UNS Gas and UNS Etectrrc calculate the fair vatue of plan assets on December 1, the measurement date.
TEP’s pensicon plan asset allocations’at December 31, 2006 and 2005 by asset category follow:

Plan Assets
December 31,
’ o : 2006 2005

Asset Category s o . . L
Equity Securities o 67% - 68%
Debt Securities 23% 21%
Real Estate T ) ‘ 10% 10%
Other . ‘ R : 0% B 1%
Total - . 100% 100%
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UNISOURCE ENERGY CORPORATION ' Co

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS {(continued) ~ © . T AT P
TEP s 1nvestment policy for the pension plans targets exposure to the various asset classes in the following .,
. allocations: equity securities 65%, debt securities 23% and real.estate 12%. TEP rebalances the portfolio when

the portfolio allocation is not within the desired-range of.exposure. The plan seeks to provide returns in excess.of ..
a portfolio benchmark. A third party'investment consultant tracks the plan’s portfolio relative to the benchmark.and .
provides quarterly investment reviews which consist of a- performance and risk assessment on aII investment
managers and on.the portfoho ’ > . _ . S
Tnvestment managers for the plan may use derwatwe financial instruments for risk management purposes orasa
part of their investment strategy Currency hedges have also been used for defensnve purposes Real estate
managers use leverage but itis Ilmlted by mvestment policy. , R o . »
The UNS Gas and UNS Electrlc pension plan prowdes exposure to equ1ty and debt secuntles by investing in a:
balanced fund. At December 31, 2006, the fund held 64% equity securities, 31% fixed income secuntles and 5%
cash. The fund-will hoId no more than ?5% of its total assets in equnty secuntles - o, ) :

"

ESTIMATED FUTURE BENEFIT PAYMENTS R . LT
- TEP expects to’ pay the followmg beneflt payments which reflect future ser\nce as approprlate - A
A - ’ ] Other_
' Pension Postretirement _
Benefits Benefits A S o
N -Millions of Dollars=. * I
. 2007 %6 $-3 . Lo T
2008 : - T SV
_ 2009 - ' 8 © 4 e A
: ' 2010 9 5
2011 ' 10 5 .
Years 2012-2016 68 31

- UNS Gas and UNS. Electric expect to pay pensmn and postretlrement benef ts of approximately $1 million in 2007
through 2011 and $3 miillion in 2012 through 2016.

DEFINED CONTRlBUTION PLANS - . '_

- - - . . - . PR - . o=
L

. TEP, UNS Gas and UNS Electric offer defined contribution savings plans to all eligible employees and cértain
affiliate employees. The Internal Revenue Code identifies the plans as qualified 401(k) ptans. Part|C|pants direct
the investment of contributions to certain funds in their account. TEP, UNS Gas,-and UNS Electric match partofa

- participant's contributions to the plans. TEP made matching contributions to these plans of approximately $4 -
million in 2006 and $3 milfion in 2005 and 2004: UNS Gas and UNS Electric made matching contrlbuttons “of Iess
than $0.5 mllllon in each of 2008, 2005, and 2004

NOTE 13. SHARE-BASED COMPENSATION PLANS

On May 5, 2006, UniSource Energy shareholders approved the 2006 Omnibus Stock and Incentive Plan (Plan}, a
new share-based compensation plan. This Plan supersedes and replaces prior equity compensation plans or
_programs maintained by UniSource Energy. The total number of shares which may be awarded under the Plan
cannot exceed 2.25 million shares. Any prior stock option plans of UniSource Energy remain-nominally in effect,
until all stock options granted under such prior plans have been exercised, forfeited, canceled, expiredor -
otherwise terminated in accordance with the terms of such grants. -

Awards granted under these compensation plans and the compensation expense recognized are described below.

1
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UNISOURCE ENERGY CORPORATION

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continued)

STOCK OPTIONS

Stock options are granted on a scheduled basis with an exercise price’ equal to the fair market value.of the stock
on the date of grant, vest over three years, become exercisable in one-third increments on each anniversary date
of the grant and expire on the tenth anniversary of the grant. Compensation expense equal to the fair value of the
option at the grant date is recorded on a straight-line basis over the vesting pericd. For awards granted to
retirement eligible officers, compensation expense is recorded immediately. We dxscuss the compensation
expense recorded for each share-based award below.

The fair value of each option award is estimated on the date of grant using the Black-Scholes-Merton option
pricing model with the assumptions noted in the following table. The expected term of options granted is derived
using the “simplified” method in accordance with Staff Accounting Bulletin 107, Topic 14: Share-Based Payment
where the expected term equals the time from grant to reaching the midpoint between vesting and the contractual
term considering the vesting tranches. The risk-free rate is based on the rate available on a U.S. Treasury Strip
with a maturity equal to the expected term of the option at the time of the grant. Expected volatility is based on
historical volatility for UniSource Energy's stock. The expected dividend vield on a share of stock is calculated .
using the historical d|V|dend yield with the implicit assumption that current dividend yields will continue in the
future,

2006 2005

Expected term (years) _ : 6 6
Risk-free rate - 4.97% 4.00%
Expected volatility 22.57% 22.94%
Expected dividend yield - s 2.45% 2.54%
Weighted-average grant-date fair value of options
granted during the period ' $7.38 $7.39
A summary of the stack option activity follows:
2006 2005 2004
Weighted Weighted . Weighted
Average ' Average ' Average
Exercise Exercise Exercise
Shares Price Shares Price " Shares " Price
Optiens Outstanding, ] i
Beginning of Year 1,637,041 % 16.75 2,076,055 § 16.19 2,478,551 $ 16.04
Granted _ 187640 $ 30.55 50,000 $ 33.55 - -
Exercised S (304,301) $°1597  (581,549) $ 16.18 {(400,003) $ 15.29
Forfeited ' ~ (32,052) . % 25.14 (7.465) $ 17.87 ~ (2493) % 13.66
Options OQutstanding, - ' '
End of Year 1,388,328 $ 18.59 1,537,041 % 16.75 2,076,055 $ 16.19
Options Exercisable,
End of Year 1,187,955 § 16.49 1,479,569 % 16.18 2,053,784 % 16.17

Weighted Average Remaining Contractual Life at December 31, 2006: 4.8 years

Weighted Average- Remammg Contractual Life of Fully Vested Shares
at December 31, 2006: " 4.0 vyears
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Exercise prices for stock options outstandlng and exercrsable as of December 31 2006 ranged fromr $11 00 to -
$33. 55, summanzed as follows: -~ o , e e _ L

: _ . . Options Outs'tandiﬂ - ' Optrons Exerclsable -~

. A L - Weighted- , - e IRt

b o S -+ Average - ' .Weighted- - : - Welghted--

_ . . Remaining ~ Average: =~ -Average = .
.. Range of . Number of - Contractual Exercise . Number “Exercise

Exercise Prices ~ ~ Shares >+ Life..- * . "Price ' *ofShares - . Price R
'$11.00 - $15.56 555,348 .2.8 years $14.20 .  .555;348".° $14.29 ;
$16.78 - $18.84 615940  49years $18.01 . 615,940 $18.01 )
$30.55 - $33 55 217 040 9.2 years $31.24 16,667 $33 55

’

N
We recognrzed compensatron expense of $1 million in 2006 and less than $0.1 million for the opt|ons lssued in .
2005. As discussed in Note 1, before January 1,-2005, we applied APB 25 to account for our stock option plans.
We did not recognize any compensation expense for these options because our stock options were granted with
an exercise price equal to the market value of the stock at the grant date. We prewously adopted the disclosure-
only provisions of FAS 123. We present, in Note 1, the effect on netincome and earnings per.share as if the

: company had applied the fair value recognltron provrsrons of- FAS 123.

Stock optlons awarded-on January 1, 2002 accrue drwdend equrvalents that we pay in. cash on the earlrer of the -
~ date of exercise of the underlying option or the date the option expires. We recognize compensation expense as
dividends are declared .In 2008, 2005 and 2004, we recognized compeénsation expense of less than $1 million for
dividend equivalents on. stock option grants. -‘We did not capitalize any: compensatron costs associated with these
- awards durlng the years ended December 31, 2006, 2005, and 2004. & .. i

~ We summarize the status of nonvested stock options as of December 31, 2006, and changes-during 2006 below:

e : e el Werghted-Average .
- Nonvested Shares G .+ - Shares Grant-Date Fair Value
Nonvested atJanuary 1 2006 ‘ N _57,4?3' s+ . 56.84
Granted. -~ " . - © . J187:640.. ' . §7.38
Vested - - = 0 D : - (24.140).. . $6.08
Forfeited ~ % . . L _ (20,600) o - $7.38
- Nonvested.at' December 31, 2006 ) L 200,373 - .- . .-, $7.38 0 o

As of December 31 2006 total unrecognlzed compensatlon cost retated to nonvested stock optrons granted under
the Plan was $1 million.. We expect that cost to be recognized over the remaining vesting period that is through
April 2009. - The total fair value of shares vested was $0.1 million during the year ended December 31, 2006, less
than $0.1 million during the year ended December 31, 2005 and approxlmately $2 million during the year ended

. .December 31, 2004. . : e

The actual tax benet” t realrzed from the exercise of share-based payment arrangements totaled $2 mllllon in 2006 .
$3 million in 2005-and $1 million in 2004 S _ ' I

RESTRICTED STOCK AND STOCK UNITS - L LT e . .

4 -

Restricted stock and stock units are generally granted under the Plan to non- employee directors: Restrrcted stock
is an award of Common  Stock that'is subject to forfeiture if the restrictions specified in the award are not satisfied.
Stock units are a non-votrng unit of measure that is equivalent to one share of Common Stock. The directors may .
elect to receive stock units in lieu of restricted stock. Restricted stock generally vests’ over periods ranging from
one to-three years and are payable in Common Stock. Stock units vest either.immediately or over periods ranging
from one to three years. Compensation expense equal to the fair market value on the grant date is recognized
over the vesting period. Fuily vested but undistributed stock unit awards accrue dividend equivalent stock units
based on the fair market value of common shares on the date the dividend is pard Compensation expense is

" recognized when dividends are paid.

- 104 -




¢

UNISOURCE ENERGY CORP(E)RATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continued)

We did not grant any restricted stock awards to directors in 2006. In 2005, we granted 3,264 restricted stock
awards to directors at a fair value of $24.51 per share on the grant date. In 2004, we-granted-3,240 restricted
stock awards to dnrectors at a fair value of $24.68 per share on the grant date.

In 2006 we granted 17,151 stock unit awards to directors at a fair value of $30.76 per share on the grant date. In
2005, we granted 13,213 stock unit awards at a fair value of $29.72 per share on the grant date. In 2004, we
granted 3,240 stock.unit awards at a fair value of $24.68 per share on the grant date.

A summary of the status of nonvested restricted stock awards and stock unit awards as of December 31 2006,
and changes during 2006 is presented below: . , -

_ - : Weighted-Average
-Nonvested Restricted Stock/Stock Units ‘ Shares Grant-Date Fair Value

Nonvested at January 1, 2006 L Co. 21122 $26.98
Granted _ T . ‘ 17,151 -, . $30.76 -
Vested ) - - - (17,356) $28.66
Forfeited - s , -
Nonvested at December 31, 2006 ~ . - . . 20,917 - $28.68

We recorded compensation expense for the awards described above of $1 million in 2006 and less than $1 miltion
in 2005 and 2004. As of December 31, 2008, total unrecognized compensation cost related to nonvested
restricted stock awards and stock unit awards granted was $1 million. We expect that cost 1o be recognized over
the remaining vesting period that is through December 2007. The total fair value of restricted stock awards and
stock unit awards vested durinig the year ended December 31, 2006 was $0. 5 million and durlng the years ended
December 31, 2005 and 2004 was approximately $0.1 million.

PERFORMANCE SHARES

On May 5, 2006; the Compensation Committee of the UniSource Energy Board of Directors granted 45,520
performance share awards (targeted shares) to Officers at a grant date fair value of $28.39 per share (market price
of $30.55 less the present value of expected dividends of $2.18). The performance share awards are paid out in
shares of UniSource Energy common stock based on UniSource Energy's performance over the pericd of January
1, 2006 through December 31, 2008. The performance criteria specified in the awards is determined based on
targeted UniSource Energy cumulative Earnings per Share and cumulative Cash Flow from Operations during the
performance period. The performance shares vest ratably over the performance period and any unearned awards
are forfeited. -

.

w . - Weighted-Average

Nonvested Performance Shares Shares. . Grant-Date Fair Value
Nonvested at January 1, 2006 v Coe - - :
Granted ' 45,520 $28.39
Vested - ' -

Forfeited (5,000) g $28.39 -

Nonvested at December 31 2006 40,520 - $28.39

Compensation expense equal to the fair market value on the grant date less the present value of expected
dividends is recognized over the vesting period if it is probable that the performance criteria will be met. We
recorded compensation expense of $0.3 million during 2006 for performance share awards. As of December 31,
2006, total unrecognized compensation cost rélated to nonvested performance share awards was $1 million. We
expect that cost to be recognized over the remaining vesting period that is through December 2008,

3

- 105 -




UNISOURCE ENERGY CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continued)

NOTE 14. UNISOQURCE ENERGY EARNINGS PER SHARE {EPS) T

We compute basic EPS by dividing Net Income by the weighted average number of common shares outstanding
during the period. Except when the effect would be anti-dilutive, the diluted EPS calculation includes the impact of
shares that could be issued upon exercise of outstanding stock options, contingently issuable shares under equity-
based awards or common shares that would result from the conversion of convertible notes. The numerator in-
calculating diluted eamings per share is Net income adjusted for the mterest on convertlble notes (net of tax) that -
would not be paid if the notes were converted to common shares. ’ : S '
The following table shows the effects of potentlal dilutive common stock on the weighted average number of
shares: .

Years Ended December 31,
2006 2005 2004
- In Thousands-

Numerator

Net Income g .. $67,447 $46,144 $45,919
Income from Assumed Conversron of Convertlble Senior Notes 4,390 3,654 -
Adjusted Numerator o $71,837 $49,798 $45,919

Denominator. ) -
Weighted-average Shares of Common Stock Outstandlng 35,264 34,798 34,380

Effect of Diluted Securities .

Convertible Senior Notes 4,000 3,345 -

" Options and Stock Issuable under Employee Benefit Plans and _ o
the Directors’ Plan . ‘ . 601 708 © 661

Total Shares L 39,865 38,851 35,041

Stock options to purchase an average of 67,000 shares of Common Stock were outstanding during the year ended
December 31, 2006 but were not included in-the computation of EPS because the stock option’s exercise price
was greater than the average market price of the Common Stock. There were no outstanding options excluded
from the computation of EPS during the years ended December 31, 2005 and 2004. - )

NOTE 15. RELATED PARTIES :

Haddington Energy Partners Il, LP (Haddington) funds energy- related investments. A member of the Un:Source
Energy Board of Directors has an mvestment in Haddington and is a managlng director of the general partner of
the limited partnership. ~

Valley Ventures lil, LP (Valley Ventures) is a venture capital fund that invests in information technology, ‘
microelectronics and biotechnology, primarily within the southwestern U.S. Another member of the UniSource
Energy Board of Direclors was a general partner of the company that manages the fund until January 1, 2008, at
which time the Board member ended his role and interest as a general partner but malntalned a non-voting
financiat interest in the company.

‘Carboelectrica Sabinas, S. de R.L. de C.V. (Sabinas) is a Mexican limited liability company created to develop up
to 800 megawatts (MW) of coal-fired generation in the Sabinas region of Coahuila, Mexico. Millennium owns 50%
of Sabinas. Altos Hornos de Mexico, S.A. de C.V. (AHMSA) and affiliates own the other 50%. UniSource
Energy's Chairman, President and Chief Executive Officer is on the board of directors of AHMSA. As of December
31, 2006, Millennium’s remaining investment in Sabinas is $14 million.
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NOTE 16. DISCONTINUED QPERATICN

In January 2006, UniSource Energy's Board of Directors approved a plan to dispose of its investment in Globat
Solar to a third party. Global Solar appears in these financial statements as a discontinued operation.

On March 31, 2006, UniSource Energy sold all of the capital stock of Giobal Solar to a third party. UniSource”
Energy received $16 million in cash as part of the transaction; a portion of the proceeds was used to satisfy $10
million of secured promissory notes held by a UniSource Energy subsidiary. In addition to the cash purchase
price, UniSource Energy received a ten-year option to purchase between 5 and 10 percent of the common stock of
Global Solar. The option is only exercisable after the seventh anniversary of the closing or upon the occurrence of
certain events including a sale of ali or substantially all of the assets of Global Solar, a merger, a change of control
transaction, an initial public offering of Global Solar common stock or the payment by Global Solar of dividends in
excess of specified amounts. For accounting purposes, no value was assigned to this repurchase option.

Listed below are the major classes of assets and liabilities related to the sale of Global Solar as of December 31:

2005
-Millions of Dollars-
Assets ' :
Property, Plant and Equipment, net : $ 10
Goodwill .3
Noncurrent Assets of Subsidiary Held for Sale $ 13
Trade Accounts Receivable . $ A
“Inventory ) : . 4
Deferred Income Taxes - Current ' - 12
Current Assets of Subsidiary Held for Sale ' ’ 3 17
Liabilities .
Accounts Payable . . : . $ 2
Current Liabilities of Subsidiary Held for Sale ' . _ $ 2

The following summarizes the amounts included in Discontinued Operation — Net of Tax for all periodé presented:

Years Ended December 31,

2006 2005 2004
Revenues from Discontinued Operation $ 1 $ 5 $ 4
Loss from Discontinued Operation Before Income Taxes 4) (10) (8)
Income Tax Benefit (2) (5) {3) )
Discontinued Operation - Net of Tax - ' $ (2) $ (5 $ (5
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NOTE 17. SUPPLEMENTAL CASH FLOW INFORMATION

A reconclllatlon of net income to net cash ﬂows from operattng actlvmes follows

e _ ' ' Years Ended December 31,
" 2006 2005 2004

: e T . . ‘ . -Thousands of Dollars--
. Net Income. - o : $ 67,447 5 46,144 $ 45,919
Adjustments to Reconcile Net. Income ‘ . . C -
- To Net Cash.Flows from Operating Activities St SR

Discontinued.Operations — Net of Tax o 4,796 - 5,483 5,063

. Cumulative Effect of Accounting.Change:Net of Tax T .- . 628 - -

_ Depreciation and Amortlzatlon Expense 1130,502. | . 132,577 . 132,419

- Depreciation Recorded to Fuel and Other O&M Expense 7,604 6,496 6,175
Amortization of Transition Recovery'Asset -~ .. 65985 . 56418 50,153 -.
Net Unrealized Gain on TEP Forward Electric Sales’ ' (7,115) . - (604) -{1,509)
Net Unrealized Loss on TEP Forward Electric Purchases - 6,186 -. . 1,863 2507
Net Urirealized Loss (Galn) on MEG Tradlng Activities 9,955 (10,764) (551)

~ Amortization of Deferred Debt Related Costs mciuded in _ N '

Interest Expense .o U © 4,622 4,730 3,423 .
Loss on Reacquired D_ebt‘ _ .. 1,080 5,261 , 1,990
Provision for Bad Debts IR - .7 3,439 2,696 ‘2,821
Deferred Income Taxes - ° , “ oot - (5,530) .?,851 5303
Gain from Equnty Method Investment Entltles a o " (386) - . (2,387) (7,326)

_Gain'on Sale of Real Estate - T T (470) . - ~(725)
Excess Tax Benefit from Stock Option Exermses . C {1,501) {2,527} L
Other e 2,599 {4,797) 3,616

Changes in-Assets and Llab1!1t|es which, Provided (Used)
Cash Exclusuve of Changes Shiown Separately : '
Accounts Recenvable L . .{33,335) 985 (13,810)

. Materials and Fuel lnventory g (7,912) (8,433) . (2,103)
Accounts Payable : ' 5,729 5,923 30,162
Income Taxes Payable . - . ' . {11,896) 13,598 4233
Interest Accrued . A ‘ : 7.814 8,282 9,890
Taxes Accrued .. - o _ ' .. 453 541 ° 11,451
Other Current Assets - : ) ’ : 2'8,937 45,016 (50,855)

- Other Current Liabilities B ' (527) (40,800) 53,344
. Other Deferred Credits and Other Liabilities . 9,893 . 5,856 10,228 .
_ " Deposit - Mortgage Indenture ' - - - 17,040
" Net Cash Used by Operating ACtIVItIeS of Discontinued ' o - ' K L
Operations - . . T (2,710) 6,151y - (9.622)

Net Cash Flows — Operating Activities - . "$282,659  $273,883 $306,879 -
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“..

MNon-cash investing and financing actwrtaes that affected recognlzed assets and Ilabllmes but did not result in cash

receipts or payments were as follows:

t

Years Ended December 31,

2008 2005 2004
-Thousands of Dollarg-
Capital Lease Obligations $ 12,808 " $12,720 - $12,273
Prellmlnary Engineering Fees S - 3, 691 -

The non-cash change in capital lease obligations represents interest accrued for accountlng purposes in excess of

interest payments in 2006, 2005 and 2004,

The non-cash prefiminary engineering fees represent cests incurred related to'potential capital projects that are
recorded in other assets and subsequently reclassified to construction work.rn progress upon affi rmatlon the

capital project will be undertaken.

NOTE 18. QUARTERLY FINANCIAL IAL DATA (UNAUDIT_}

Our quarter!y Fnancral information is unaudited but, in management's opinion, includes aH adjustments necessary

for a fair presentation. Qur utility businesses are seasonal in nature. Peak sales periods for TEP and UNS

Electric generally occur during the summer months and peak sales pericds for UNS Gas generally occur during
the winter months. Accordingly, comparisons among quarters of a year may not represent overall trends and

changes in operations.

" First Second Third Fourth
) " -Thousands of Dollars-
(except per share data) "’
2006 ' :
Operating Revenue. $304,953  $318,396 $375640  $317,880
Operating Income 64,088 47,791 80,835 47,632
Income (Loss} Before Discontinued Operations 19,491 9,998 28,203 11,551
Discontinued Operations — Net of Tax (2,669) - - 873
Net Income (Loss) 16,822 9998 - 28203, 12424
Basic EPS I
Income (Loss) Before Discontinued Operations , 0.56 0.28 0.80 0.33
D[scontlnued Operations — Net of Tax {0.08) - - 0.02
Net Income (Loss) 0.48 0.28 0.80 0.35
Diluted EPS _
Income (Loss} Before Discontinued Operations 0.52 0.28 0.73 0.32
Discontinued Operations — Net of Tax {0.07) - .- 0.02
Net Income (Loss) 0.45 0.28 0.73 0.34
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v .

t ST g o <t et . - First .. - " 'Second Third Fourth.
R T R -Thousands of Dollars- ’
o .. _ - C B (except per share data) !
2005 . - ' e -

* Operating Revenue - - Lo B $260,672 - '$299,293 " $346,998°  $317,093
Operating Income ' - 32,249 57,266 - 61,832 70,157
Income (Loss) Before Discontinued Operat1ons and” ) S S

" Cumulative Effect of Accounting'Change” C T 2,317 11,079 19,801 - 23,750
Discontinued Operations — Net of Tax < . - (1,406) © (1,611) (1,404) .. (1,062)
Cumulative Effect of Accounting Change Net of Tax St -7 - (626)
~ Net Income (Loss) e W 7 (3.783) . 9,468 18,397 22,062
.Basic EPS’ : ) e o . | '
Income (Loss) Before, D:scontmued Operatlons and. o - : o .

Cumulative Effect of Accountlng Change | y A - -{0.07). 0.32 0.57 : 0.68

- Discontinued Operatlons Net of Tax o : (0.04). {0.05) (0.04) . : (0.93)
Cumulative Effect of Accountlng Change Net of Tax o ) - - - . j(0.02)
. Net Income (Loss)_ ' S L s - (0.11) 0.27 0.53 "~ '063
" Diluted EPS - I o . ‘
Income {Loss),Before Cumulatwe Effect of Accounting - R N ’ -

Change ' {0.07) 031 053 =~ 063
Dlscontlnued Operations — Net of Tax . {0.04) © (0.04) (0.04) . (0.03)
" Cumilative Effect of Accounting Change Net of . - - - (0.02)
Tax < . “ . ’ . : L 7- ' . g
Net Income (Loss) S . : (0.11) 0.27 0. 49 0.58

. -
EPS is computed mdependently for each of the quarters presented Therefore, the sum of the quarterly EPS
amounts may not equal the total for the year.

The prlnCIpal unusual ltems include:. -
. Flrst Quarter 2006 On March 31, 2006 Mlllennlum sold Global Solar for $16 million in cash and an
*"option to purchase, under certain conditions, 5% to 10% of Global Solar at a future date. The option is
exercisable, upon the occurrence of certain-events, beginning in April 2013 and expires in April 2016. In
" the first quarter of 2006, UniSource Energy recorded an after-tax loss of approxlmate!y $3 million related
to the d:scontlnued operatuons and dlsposal of Global Solar..

. Thlrd Quarter 2005: TEP recogmzed a $1 million i income tax benef t due to antmpated use of prev10usly -
reserved ITC carryfonmards . . :

"« Fourth Quarter 2005 Mlllenmum recogmzed a $4 mllhon pre-tax gam from the sale of a Haddlngton
investment and Millennium recognized a $2 million impairment loss upon sale of its MicroSat investment.
UES collected $1 million of previously fully reserved accounts receivable related to amounts owed from -
Citizens in relation to the. 2003 Citizens purchase. UES recogmzed a $1 million pre-tax gain in non- o i
operating income for this collection. o .
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GLOSSARY OF TERMS

The abbreviations and acronyms used in the 2006 Annual Report are defined below:

1992 Mortgage................... TEP’s Indenture of Mortgage and Deed of Trust, dated as of December 1, 1992,
- to the Bank of New York, successor trustee, as supplemented.

1992 Mortgage Bonds.......... . Bonds issued under the 1992 Mortgage.

ACC. i Arizona Corporation Commission.

AMT e, Alternative Minimum Tax.

BMGS........co Black Mountain Generating Station under development by UED.

Blu.....oooi British thermal unit(s).

Capacity..............ccooveiiieenn. The ability to produce power; the most power a unit can produce or the
maximum that can be taken under a contract; measured in MWs..

Citizens.......coovviiveiiieineaes Citizens Communications Company.

Collateral Trust Bonds.......... Bonds issued under the Indenture of Trust, dated as of August 1, 1998, of TEP
to The Bank of New York, successor trustee. ]

Common Stock................... UniSource Energy's common stock, without par value.

Company or UniSource Energy  UniSource Energy Corporation.

Cooling Degree Days........... An index used to measure the impact of weather on energy usage

calculated by subtracting 75 from the average of the high and low
daily temperatures. .
DSM...coie, Demand side management.
Emission Allowance(s)......... An allowance issued by the Environmental Protection Agency which
permits emission of one ton of sulfur dioxide or one ton of nitrogen
oxide. These allowances can be bought and sold.

Energy......coovvveniiiiiini The amount of power produced over a given period of time; measured

in MWh.
TEPAL e The Environmental Protection Agency,

ESP. Energy Service Provider.

FAS 71, Staternent of Financial Accounting Standards No. 71: Accounting for
the Effects of Certain Types of Regulation.

FAS133.. ..., Statement of Financial Accounting Standards No. 133: Accounting for
Derivative Instruments and Hedging Activities, as amended.

FAS143.. ... Statement of Financial Accounting Standards No. 143: Accounting for
Asset Retirement Obligations.

FERC........cooiiiiiie, Federal Energy Regulatory Commission.

Fixed CTC......ccooveiiiiieienee Competition Transition Charge of approximately $0.009 per kWh that is

included in TEP's retail rate for the purpose of recovering TEP’s
$450 million TRA by December 31, 2008.

FourComers............coceeeinn.. Four Corners Generating Station.

Global Solar...........c....ocoeeei. Global Solar Energy, Inc., a company that develops and manufactures
thin-film photovoltaic cells. Millennium sold its interest in Global Solar in
March 2006.

Haddington.......................... Haddington Energy Partners |l, LP, a limited partnership that funds
energy-related investments.

Heating Degree Days............ An index used to measure the impact of weather on energy usage

calculated by subtracting the average of the high and low daily
temperatures from 65.

IDBS.....ooviiiiieiiie i Industrial development revenue or pollution control revenue bonds.

IPS. Infinite Power Solutions, Inc., a company that develops thin-film
batteries. Millennium owns 31.4% of IPS.

IRS. Internal Revenue Service.

SO _ Independent System Operator.

T Investment Tax Credit.

KWh. Kilowatt-hour(s).

KV e, Kilovolt{s).

LIBOR. ..o London Interbank Offered Rate.

Luna....o Luna Energy Facility.
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Mark-to-Market Adjustments

MicroSat.. . ...cooeveeeennnn,

Millennium...................

Settlement Agreement..........

Springemville........................
Springerville Coal Handling
Facilities Leases.............

Springerville Common
"Facilities............. e

Springerville Common
Facilities Leases............

Springerville Unit 1...............
Springerville Unit 1 Leases......

. Springerville Unit2...............
Springerville Unit 3......... e

- TEP Credit Agreement..........

TEP Guarantee Home Program

TEP Revolving Credit Facility

Forward energy sales and purchase contracts that are considered to be
derivatives are adjusted monthly by recording unrealized gains and losses
to reflect the market prices-at the end cof each month.

Millennium Environment Group, Inc., a wholly-owned subsidiary of
Millennium, which manages and trades emission allowances
and related financial instruments. ~

* MicroSat Systems, Inc. is a company formed to develop and

commercialize small-scale satellites. ‘Millennium currently owns 35%.

Millennium Energy Holdings, Inc., a whelly-owned subsidiary of
UniSource Energy. _

Million British Thermal Units.

Megawatt(s).

Megawatt-hour(s).

Navajo Generating Station’ :

Net Operating Loss carryback or carryforward for income tax purposes.

Purchased Gas Adjuster, a retail rate mechanism designed to recover
the cost of gas purchased for retail gas customers.

Public Service Company of New Mexico. »» -

. .Purchased.Power and Fuel Adjustment Clause.

Pinnacle West Marketing and Trading.

- Renewable Energy Standard.and Tariff rules approved by the ACC in-Qctober

2008. . .

$221 m|II|on of fixed-rate tax-exempt bonds that TEP purchased from’

_ bondholders on May 11, 2005. :

Regional Transmission Organization. .

Retall Electric Competition Rules..

Carboelectrica Sabinas, S. de R.L. de C.V., a Mexican llmlted hablllty
company. Millennium owns 50% of Sabinas. -

San Juan Generating Station.. - [

Southwest Energy Solutions, Inc., a wholly-owned subsidiary of
Miltennium.

TEP's Settlement Agreement approved by the ACC in November 1899 that

provided for electric retail competition and transition asset recovery.
Springerville Generating Station. -

Leveraged lease arrangements relatin'g to the coal handling facilities
serving Springervilie.

Facilities at Springerville used in common vs:rith Springerville Unit 1 and
Springerville Unit 2.

Leveraged lease arrangements relating to an undivided one-half

~ interest in certain Springerville Common Facilities.

Unit 1 of the Springerville Generating Station.

Leveraged lease arrangement relating to Springerville Unit 1 and an
undivided one-half interest in certain Springerville Common Facilities.

Unit 2 of the Springerville Generating Station.

Unit 3 of the Springerville Generating Station.

Salt River Project Agricultural Improvement and Power District.

H. Wilson Sundt Generating Station (formerly known as the Irvmgton
Generating Station).

The leveraged lease arrangement relating to Sundt Unit 4.

Tucson Electric Power Company, the pnncnpal SUbSIdIaI’y of UniSource
Energy.

Amended and Restated Credit Agreement between TEP and a syndlcate of -
Banks, dated as of August 11, 2006. :

The TEP Home Guarantee Program provides incentives to new home builders
to construct homes that meet the highest construction and energy-efficient
standards available. ) '

Revolving credit facility under the TEP Credit Agreement.

A unit of heating value equivalent to 100,000 British thermal units (Btu).
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UES Settlement Agreement. ..

UniSource Credit Agreement..

UniSource Energy................
UNS Electric........................

UNS Gas/UNS Electric Revolver

Valenua

Time of use.

An order issued by the ACC in 2002 which granted a waiver from the

requirement in TEP's Settlement Agreement that TEP transfer its
-generating assets to a subsidiary. '

An order issued by the ACC in 2003 which defined a competitive bidding
process TEP must use to obtain capacity and energy requirements.

Transition Recovery Asset, a $450 million regulatory asset established in TEP's’
1999 Settlement Agreement to be fully recovered by December 31, 2008.

Tri-State Generation and Transmission Association.

UniSource Energy Development Company, a wholly-owned sub5|d|ary
of UniSource Energy, which engages in developing generation
resources and other project development services and related
activities. .

UniSource Energy Services, Inc., an intermediate holding company
estabtished to cwn the operating companies (UNS Gas and UNS
Electric) which acquired the Citizens Arizona gas and electric
utility assets in 2003,

An agreement with the ACC Staff dated April 1, 2003, addressing rate case and
financing issues in the acquisition by UniSource Energy of C|t|zens Anzona
gas and electric assets. -

Amended and Restated Credit Agreement between UniSource Energy and a
syndicate of banks, dated as of August 11, 2006.

UniSource Energy Corporation.

UNS Electric, Inc., a wholly-owned subsidiary of UES, which acqwred
the Citizens Arlzona electric utility assets in 2003.

UNS Gas, Inc., a wholly-owned subsidiary of UES, which acquired the
Citizens Arizona gas utility assets in 2003.

Revolving credit facility under the Amended and Restated Credit
Agreement among UNS Gas and UNS Electric as borrowers, and UES as
guarantor, and a syndicate of banks, dated as of August 11, 2006.

Valencia power plant owned by UNS Electric.
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2006 10, . 2005
High Low Close, T High-._  Low Close
o — ~
First Quarter $32.73 $26.90 $3050 N €y . $34.80 $24.30 $30.97
Second Quarter $31.54 $29.47 $31.15 s $$31.98 $28.10 $30.75
. St
Third Quarter $35.17 $31.04 $33.33 $33.92 ($30§0 $33.24
Fourth Quarter $37.46 $36.95 $36.53 $33.86 $29.80) .~ $31.20
=
2007 ANNUAL MEETING FORM 10-K AND OTHER INFORMATION

The 2007 annual meeting of shareholders is scheduled for May
11, 2007. It will be held at the historic Fox Theater in downtown
Tucson, Ariz. A reception preceding the meeting will be held to
provide an opportunity to meet with management beginning at 9
a.m. The annual meeting will begin at 10 a.m.

DIVIDEND REINVESTMENT AND DIRECT

STOCK PURCHASE

Investors may join the Investment Plus Plan by making an initial
investment of $250 or more. Once enrolled, participants may
make additional “optional” purchases at their convenience, in
amounts of $50 or more. Enrollment in Investment Plus is open
to everyone. For a complete information package, including a
plan prospectus, contact The Bank of New York at (866) 537-
8709 or visit www.stockbny.com.

TRANSFER AGENT AND REGISTRAR

The Bank of New York

101 Barclay Street

Stock Transfer Administration, 11 East

New York, NY 10286

Toll-free phone number: (866) 537-8709

E-mail address: shareowner-svcs@bankofny.com
Web site: www.stockbny.com

EXCHANGE LISTING AND STOCK SYMBOL
The common stock of UniSource Energy Corporation is traded
on the New York Stock Exchange under the ticker symbol UNS.

SHAREHOLDER COUNT
There were 11,390 shareholders of record of UniSource Energy’s
common stock as of January 31, 2007.

UniSource Energy Corporation is subject to the
informational requirements of the Securities Exchange Act
of 1934 as amended, and the company files reports and other
information statements with the Securities and Exchange
Commission. These reports are available online through
links posted at uns.com. We also will provide copies of these
reports at no charge. Please direct your request to:

UniSource Energy Corporation
Investor Relations

1 South Church, Suite 100
Tucson, AZ 85701

(866) 275-4867

ANALYST AND INVESTOR INQUIRIES
Inquiries from the financial community may be directed to:

Investor Relations Department
UniSource Energy Corporation
1 South Church, Suite 100
Tucson, AZ 85701

(866) 537-8709

Fax: (520) 884-3602

WEB SITE
News releases, investor resources and other information about

UniSource Energy Corporation are available online at uns.com.

CORPORATE HEADQUARTERS
UniSource Energy Corporation

1 South Church, Suite 100
Tueson, AZ 85701

ANNUAL REPORT DESIGN
Day Nite Design

CERTIFICATIONS

In 2006, the Company submitted a Chief Executive Officer
certification to the New York Stock Exchange (NYSE) in
accordance with NYSE Section 303A.12(a). In 2007, the
Company filed with the Securities and Exchange

Commission, as an exhibit to its Form 10-X, the Sarbanes-

Oxley Act Section 302 certification regarding the quality of the
Company's public disclosure.
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BoARD OF DIRECTORS

James S. Pignatelli, 63
Chairman: July 1998
President and CEC of

Director: 1998

Lawrence ]. Aldrich, 54
President, Aldrich
Capital Company
Director: 2000

Barbara M. Baumann, 51
President and Owner,

Director: 2005

Larry W. Bickle, 61
Executive in Residence,

Director: 1998

UniSource Energy and TEP

Cross Creek Energy Corp.

Haddington Ventures, L.L.C.

Elizabeth T. Bilby, 67
Former President,
Gourmet Products, Inc.
Director: 1995

Harold W. Burlingame, 66
Former Executive

Vice President

AT&T Wireless Services
Director: 1998

John L. Carter, 72
Former Executive

Vice President and CFO,
Burr-Brown Corp.
Director: 1996

Robert A. Elliott, 51
President and Owner,
The Elliott
Accounting Group
Director: 2003

Daniel W. L. Fessler, 65
Professor Emeritus,
University of Califorinia
Director: 1998-2003, 2005

Kenneth Handy, 68

Medical Care Program
Director: 2001

Warren Y. Jobe, 66
Former Sentor

Vice President,
Southern Company
Director: 2001

Joaquin Ruiz, 55

Dean, College of Science
Professor of Geosciences
University of Arizena
Director: 2005

UNISOURCE ENERGY COMMITTEES

Audit Committee

Kenneth Handy — Chairperson
Barbara Baumann

Harold Burlingame

Jehn Carter

Robert Elliott

Warren Jabe

Joaquin Ruiz

Compensation Commiltee

Harold Burlingame — Chairperson
Barbara Baumann

John Carter

Daniel Fessler

Warren jobe

Joaquin Ruiz

Corporate Governance and
Nominating Committee
Robert Elliott - Chairperson
Harold Burlingame

John Carter

Daniel Fessler

Kenneth Handy

Finance Committee

Warren Jobe — Chairperson
Lawrence Aldrich

Barbara Baumann

Larry Bickle

Elizabeth Bilby

John Carter

Kenneth Handy

Environmental, Safety

& Security Commitiee
Larry Bickle - Chairperson
Lawrence Aldrich
Elizabeth Bilby

Robert Elliott

Daniel Fessler

Joaquin Ruiz

UniSource ENERGY OFFICERS

James S. Pignateili, 63
President and Chief Executive Officer

Michael ). DeConcini, 42
Senior Vice President

Chief Operating Officer,
Transmission and Distribution

Raymond S. Heyman, 51
Senior Vice President
General Counsel

Kevin P. Larson, 50
Senior Vice President
Chief Financial Officer, Treasurer

Dennis R. Nelson, 56
Senior Vice President, Utility Services

Kentton C. Grant, 48
Vice President, Finance and Rates

Arie Hoekstra, 59
Vice President, Generation

David G. Hutchens, 40
Vice President, Wholesale Energy

Karen G. Kissinger, 52
Vice President, Controller and
Chief Compliance Officer

Steven W. Lynn, 60
Vice President, Communications
and Government Relations

Thomas A. McKenna, 58
Vice President, Engineering

Herlinda H. Kennedy, 45
Corporate Secretary

Tucson ELECTRIC POwER OFFICERS

James 5. Pignatelli, 63
President and Chief Executive Officer

Michael ]. DeConcini, 42
Senior Vice President

Chief Operating Officer,
Transmission and Distribution

Raymond S. Heyman, 51
Senior Vice President
General Counsel

Kevin P. Larson, 50
Seniar Vice President
Chief Financial Officer, Treasurer

Kentton C. Grant, 48
Vice President, Finance and Rates

Thomas N. Hansen, 56
Vice President, Environmental Services,
Conservation and Renewable Energy

Arie Hoekstra, 59
Vice President, Generation

David G. Hutchens, 40
Vice President, Wholesale Energy

Karen G. Kissinger, 52
Vice President, Controller and
Chief Compliance Officer

Steven W. Lynn, 60
Vice President, Communications
and Government Relations

Thomas A. McKenna, 58
Vice President, Engineering

Herlinda H. Kennedy, 45
Corporate Secretary

Retired CPA; Former financial
executive, Kaiser Permanente
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